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I. Introduction 
The banks of America today perform an invaluable 
role in the modern commerc-ial world. The credit and 
loan fUnction which is the heart of banking, reache·s 
and affects the very core of business. Without credit 
and the many commercial transactions it makes possible . ., 
modern commerce would be crippled and chaos would result. 
Therefore, the lifeblood of the American economic system 
is sound credit extension. 
In extending credit, banks make both secured 
and unsecured loans. Collateral in the form of .land, 
buildings, equipment, or securities, supports the 
secured loan and the banker may take over and sell the 
collateral in the case ·· of default in payment of such a 
loan. An unsecured loan is not backed by collateral and 
its extension is based solely on the character, capital, 
and potential productive power of the borrower. 
To evaluate these three items, which are common-
ly referred to as the three "C's" of credit, the company's 
financial statement is a :fUndamental yardstic.k. The bank 
depends primarily upon. the financial statements compiled 
by accountants to obtain a thorough knowledge of the 
financial position of prospective borrowers as accurately 
and concisely as possible. Financial .statements alae 
serve as a measure of taxable income for the Federal 
5. 
and State governments and as a help to the management in 
determining its own progress and formulating its plans 
for the future. 
The work of the accountant lies in compiling 
facts, presenting them clearly and accurately, and analyz-
ing the financial condition of each client for the client 
and for his creditors, of which the banks represent .a 
large percentage. The bank's stake in a realistic appraisal 
is therefore a large one. This implies a duty on the part 
of the accountant to fUrnish the banker as best he can 
with the information he needs to competently play his role 
in American society today. As .President Russell J. Hopkins 
of the Pennsylvania Bankers Association observes, ttBanks 
depend on accountants to a far greater extent than is 
11 ir generally realized ••• 
PURPOSE OF THIS THESIS 
This thesis is concerned with what bankers want 
on financial statements submitted to them for credit pur-
poses. The study is limited to business loans which are 
unsecured and is applicable . to American business only. 
This thesis is concerned with financial statements as they 
are now presented to banks, the additional information 
banks desire and a determination of whether or not the 
*57' p.488 
6. 
accountant is satisfying the need to the best of his 
ability. 
WORK DONE BY OTHERS 
There has been a noticeable interest in the 
question of the nature of financial statements required 
by banks and other credit grantors. Current attention 
is being given the problem in the Journal of Accountancy 
and individual bank publications. The First Wisconsin 
Bank has published a pamphlet, "V'Jhat the Banker Expects 
in his CUstomers Audit Report" and the results of a recent 
survey in Michigan concerning the present application of 
Statements 23 and 1 it- (American Institute of Accounting 
Auditing Bulletins) to financial statements submitted 
to banks are equally enlightening. The fact that the 
American Institute of Accountants considered the problem 
of sufficient significance to present Milton J. Drake 
as a speaker on "Bankers' Problems With respect to finan-
cial reports" at its convention in Boston on October 3, 
1950, is just another example of the recognition of the 
problem and its pertinence. 
SOURCES OF INFOID~~TION 
Primary sources include interviews with local 
bankers and the results of questionnaires sent to non-
local bankers. 
*#68, p 7 
7. 
The secondary sources consulted consist of 
books, pamphlets, journals, and newspaper references to 
the problem. 
8. 
II. Sources of Credit - Commercial Bank Credit 
and Mercantile Credit 
THE LOAN INDUSTRY 
Loans to individuals, whether for business or 
personal use, are as old at least as recorded histor y. It 
can be said with certainty that the ancient Phoenicians 
made loans to some of the venturesome voyagers who began 
the early explorations and sea trade to other settlements 
along the shores of the Mediterranean. "The law codes of 
Babylonia, as early as 2250 B.C. indicate that personal 
loans were made then. Loans for business were common among 
* the Greeks and Romans. 11 There grew up in the years 1,000 
to 1,500 A.D. a distinct money-lending class in countries 
like Spain, Holland, England, and the Italian states. They 
were primarily interested in making loans to business men 
for purposes of production or distribution. Rulers borrowed 
to finance wars or luxurious living in anticipation of tax 
receipts. During the later Middle Ages, interest rates 
were considered immoral and it was not until the last quarter 
of t h e 19th century that the modern loan industry began to 
emerge. Business loans to medium and large enterprises 
occupied public attention. 
BANK CREDIT SINCE 1920 
On New Year's Day, 1920, national income was at 
-l~26' p 9 
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an all time high. 11 A combined full volume of production 
in 1920 plus rising prices edged business activity daily 
·:fo into the giddy atmosphere of ne\'lly-broken records." The 
depression struck and the general level of wholesale prices 
fell with a subsequent discarding of optimism. The banks 
had lent out their money rapidly during the upswing to 
1920. ~ney had extended the entire deposit amounts and 
had borrowed funds from correspondent banks or the Federal 
Reserve BaiL'k:. T'ne situation v-ras critical when prices and 
income declined. The War Finance Corporation entered 'the 
picture and extended further credit to banks. Banks ,..,ere 
forced to shrink bank loans because of decreased deposits 
and borrowing customers were obligated to pay off loans 
when they were most pressed for funds. Inventories became 
excessive and the number of banks was increasing despite 
the weakened structure. 
During the years just previous to 1929 when the 
stock market maintained a long bull position, too many of 
the general public was beguiled .into the folly of entering 
the speculating market as individuals. Overextension of 
credit resulted with disastrous effects. Fred I. Kent made 
a study of the expansion of brokers' loans during 1929 and 
used the results of this study as the material for his 
10. 
.address before the American Acceptance Council in November,l929. 
*21, p 3 
"On the assumption that national income during these 
three quarters ( 1929) was $58, 500,000,000, Mr. Kent finds 
that an abnormal amount of this national income went into 
* brokers' loans." 
Assets were much more liquid during World War II 
and income and prices did not rise as much as during World 
War I. Rapid loan expansion characterized the year 1946. 
~~is expansion was particularly heavy at the smaller banks 
and the rise was less rapid in comparatively heavy industry 
areas. In large cities firms engaged in manufacturing and 
mining borro1·red the money, l'thile in smaller cities retail 
firms and service establishments were the heaviest borrowers. 
A substantial amount of lending had been to new 
businesses ~fuich were small. Tne banks thus made an impor-
tant contribution to an expanding economy and exercised 
sound judgment in extending credit to carefully organized 
new businesses, at the same time avoiding credit extension 
to prospective nevt businesses destined to dissipate both 
the bank's and the borrovter' s resources. 
CO~~CIAL BANK CREDIT 
"The bank is generally regarded as the best 
~·~f-
source of funds for the businessman." Borrm'led funds 
. *6' p 223 
**31, p 470 
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are used in business affairs to provide short-term working 
capital to tide the merchant over the peak season of the 
year when it is necessary to hold a large stock of goods 
for heavy seasonal trade and to carry accounts and notes 
receivable. Borrowed funds are also used for refunding 
and capital asset expenditures. "One of the principal 
functions of a commercial bank is that of making loans. 
Under normal conditions, interest on loans is the largest 
* source of income for commercial banl{s." 
FACTORS m~PLOYED I N G~TTING A LOAN 
"Credit analysis on the part of the bank consists 
essentially of the consideration of three sets of factors-
personal, financial, and economic. 11 These factors have 
also been classified into character, capacity, capital, 
and collateral. 
Moral character, that is, the ingrained character 
of the management is hard to weigh objectively. A long 
standing, favorable reputation with regard to both personal 
habits and business scruples will go far to assure a 
businessman's loan application of full and sympathetic 
consideration. In judging managerial ability - age, ex-
perience over the whole business cycle, training , education, 
12. 
and temperment must be taken into account. A good sense 
of b a lance and the ability to appreciate the true value 
of a proposed change is most essential as an indication 
of potential resourcefUlness. Courage on the part of 
the borrower and vision on the part of the banker must 
be apparent. Adaptability includes the ability to formulate 
required adjustments as changing circumstances are recognized. 
A visit to the plant involved provides a good gauge of such 
adaptability. 
An analysis of the financial factors is important 
in determining the amount, term, and conditions of the loan. 
~ne current position of the business, the adequacy of its 
ownership interests and the profitability and efficiency 
of its operations may be gleaned from the financial statements. 
The significance of any figure on a financial statement can 
usually be judged only in terms of its relation to other 
figures on the statements. The use of standard credit 
ratios permits the reduction of the financial statements 
of many different firms to a comparable basis. It is the 
financial and operating realities which lie behind the 
standard ratios- the adequacy of~ firm's financing and 
the efficiency of its management - which will finally 
determine the soundness of a loan. The role of management 
is reflected in its concrete policies and practices. 
The bank requires the borrower to show that he 
has an appropriate plan both for the use of the proceeds 
and for the repayment of the loan. The critical or de-
termining characteristics are found in the circumstances 
or motives vThich lie behind the general purpose. The bank 
vTill investigate employee, supplier, and customer relations 
to determine whether there would be prospects of adverse 
effects upon the borrower's business from these sources 
during the period of the loan. Few bankers l'lill make 
a business loan solely or even primarily on the basis of 
collateral. Collateral represents the bank's means of 
hedging, not only against mistakes in judgment or improper 
use of funds by the borrower, but also against unfavorable 
developments imperiling the loan. ~1e bank will typically 
require that the market value of the securities or property 
pledged exceed the amount of the loan by a fairly liberal 
margin. 
The bank and the bank loan officers must keep 
informed concerning current economic conditions and 
economic prospects. Many publications such as Barron's, 
the Wall Street Journal, and the Survey of current Business, 
provide the appropriate information. The ba~~·s fractional 
reserve balances form an important factor in influencing 
the bank's loan extension. Strong labor union developments, 
14. 
depletion or diversion of the labor force by broad move-
ments must also be considered by the banker. The final, 
practical question is how these general conditions affect 
the specific loan application on which a decision must be 
made. 
HISTORY OF THE BANK CREDIT DEP.lffiTMENT 
The first bank credit department was organized 
by the Fourth National Bank of New York under the sponsor-
ship of James G. Cannon. Later, credit departments appeared 
in Boston and Fniladelphia, and then gradually spread to 
the South and West. Since 1900, the development has been 
both extensive and intensive. "The movement has been ac-
companied by increased preparation of financial statements, 
.. ~ .. 
and the adoption of standard forms for that purpose." 
The operating section of each bank includes: 
supervision, investigation, statement analysis, and credit 
reporting both for officers and for outside inquiries. 
The duty of the statement analysis department is to "spread 
out" or "set-upH on comparative statement forms the finan-
cial statements furnished the bank. The items are rearranged 
in such a manner as to disclose significant changes, as 
1-1ell as the relationship existing between leading groups 
of items, and to permit ready comparison with statements 
15. 
of other concerns. The facilitating section covers filing 
and stenographic services. 
BANK CREDIT PROCEDURE 
"There are a number of recognized sources of 
i n formation available to the credit department in its 
work of investigation: 
1. the bank 's own records 
2. the applicant's information gained through interviews 
3. financial statements 
4. other banks and business concerns 
5. credit Bgency r eports 
* 6 . articles in ne-vrspapers, magazines, and trade journals. 11 
Ultimate authority over a bank's loans rests \'lith 
the board of directors. To keep the work of this board to 
a mi nimum: 
16. 
1. Lines of credit are extended to certain specified borrowers, 
nami ng maturity, aggregate indebtedness, security, and interest 
rate. 
2. A discount committee is maintained which passes upon 
applications as they arise and brings their decisions before 
the regular directors' meeting for final review. 
3. All loan applications are allocated to a special officer 
-r.-2' p 359 
who passes upon the applications as they arise within 
limitations set by the directors. 
The credit department must secure the necessary 
information for the boar-d of directors by investigating 
and gathering credit information, filing and classifying 
such information, and analyzing and rendering opinions or 
recommendations on credit risks, based on the digest of 
such information. In addition, some banks give to the 
credit department certain duties generally performed by 
other departments. They require the credit department 
to conduct all correspondence relative to nonpayment or 
payment of discounted notes and substitution of receivables. 
Accurate, comprehensive, up-to-date, and orderly 
credit files are necessary in a good credit department. A 
folder is maintained for each subject and pertinent data 
is accumulated in the folder. A large bank usually uses 
a card index system. The loan officer in charge of the 
name, judges the revision date, usually every 6 months, 
9 months, or a year. Average balance and loan cards are 
the chief auxiliary credit records kept by the banks. In 
some institutions credit work is decentralized and the 
decision of the branch bank is autonomous. 
HISTORY OF MERCANTILE CREDIT 
During the era of small business there was a 
17. 
personal relationship between the buyer and seller and the 
seller approved credit. After recovery from the panic of 
1873, the traveling salesman took over the credit function 
as business expanded and boomed. The position of the book-
keeper became more and more significant, and a new era began 
in t h e early nineties. In 1896, the National As sociation 
of Credit Men was established and this date marked the 
beginning of a rapid development in credit work. 
BUSINESS CREDIT DEPAR~IENT 
The operating section of the Business Credit 
Department includes supervision, investigation, statement 
analysis, credit reporting or editing, credit checking or 
authorization, collection and adjustment and bankruptcy. 
Filing and stenographic services, of course, would be 
considered invaluable in the facilitating section. The 
credit information file, credit card file, and correspondence 
file are used in opening new accounts, passing upon accounts 
and collections. The Dun and Bradstreet and other Mercantile 
Agency Reports are valuable in setting up credit limits 
and verifying new accounts. 
18. 
III. Sources of Credit - Government Financing 
Industrial Banks, Federal Reserve System 
GOVERNMENT FINANCING 
11 Early ventures of the state governments was 
manifest in the financing of canals, turnpikes, banks, 
and railroads in general and suffered moat unfortunate 
* results." W1th the expansion of the 20th century, the 
problems of financing became more complex and a gradual 
trend toi"Tard intervention . set in. 
There appears to be a general apprenhension 
concerning the ability of our economic mechanism to 
runction satisfactorily without active intervention by 
the Federal Government. Special stress is given to the 
increasing maturity of our economy and the growth of 
monopoly. Three general types of financing are cons-idered , 
necessary: 
1. Equity capital (ownership investment) 
2. Loan capital {borrowed funds to supplement the permanent 
capital supplied by the o~;ners) 
3. Short-term capital (to supplement capital funds in 
order to meet seasonal or temporary requirements and 
to permit a greater volume of business) 
The first move toward C~vernment intervention 
was in the direction of assistance to Agriculture. By 
*9, p 36 
19. 
the Act of 10/6/1917 the Secretaries of War and the Navy 
were authorized to provide '\'Tor king capital for contractors 
by making advance payments in amounts not exceeding 30~~ of 
contract prices. "To support the private financial system 
by assisting the banks in furnishing essential credit, 
the Congress, by the Act of 4/5/1918 created the war Finance 
* Corporation, the first great federal lending agency." 
The Federal Farm Loan Act authorized the creation of 12 
Federal Land Banks with capital supplied by the Federal 
Government in the form of redeemable stock - the remaining 
stock to be owned by the local co-operative National Farm 
Loan Associations. After 1923, 12 Federal Intermediate 
Credit banks supplanted the War Finance Corporation. In 
1932, 12 regional Federal Home Loan Banks were created. 
They were to serve as a credit reserve for institutions 
engaged in making long-term mortgage loans. 
Under the provisions of the National Housing 
Act of 1934, the Federal Housing Administration was created 
to administer the insurance prov1sions of the Act. The 
Ship and Construction industries have been the recipients 
of subsidies in this as well as other countries over a long 
period of years. The Merchant Marine Act of 1920 and 1936 
were created to encourage construction and to guarantee 
11pre:rerred ship mortgages". 
-Y.·9, p 38 
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Financing of export trade by means of loans to 
American exporters or to foreign purchasers was made possible 
by the creation of the Export-Import Bank. The facilities 
o:f this bank were first made available to business by the 
viar Finance Corporation in 1919-1920. The Servicemen's 
Readjustment Act of 1944, as amended on 12/28/45 provided 
for guaranty of insurance, by the VA (Veterans' Administra-
tion) free of charge, of loans to eligible veterans to 
purchase or construct homes, or to purchase farms for 
business property, within 10 years after the termination 
of the war. 
RECONSTRUCTION FINANCE CORPORATION 
It was felt that Government assistance was needed 
because of important gaps that existed in the provision 
and equity capital and long term capital of small and 
medium-sized business enterprises. 11 RFC has been bound 
by no statutory limitation on the term of business loans. 
About 13% of the number and 1/2 the amount of loans approved 
* have had terms exceeding 5 years. 11 A significant difference 
between commercial loans and RFC loans is that practically 
all RFC business loans have been secured. The characteris-
tics of an RFC loan are that it is repayable in a number 
of installments and the funds are used to maintain or pro-
mote the economic stability of the country or to encourage 
i{·l6' p 59 
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the employment of labor. 
"The act of June 19, 1934 authorized the Corpora-
tion to make loans to any industrial or commercial business 
established prior to January l, 1934, provided credit was 
* not available to it at banks." Loans to industry under 
Section 5d of the RFC act require: 
1. The business has to be .judged solvent. 
2. Each loan has to offer reasonable assurance of continued 
or increased employment of labor. 
3. ·rhe loan cannot exceed $500,000 or run for more than 
5 years. 
4. ~l loans have to be adequately secured. 
Loans could be made directly or in cooperation with banks. 
According to Circular #13 the act covered only working 
capital loans. 
The 1938 Revision broadened the field of eligible 
borrowers and allowed credit extension when it was otherwise 
not available. Other changes included the removal of the 
limitation on the length of maturity, removal of limitation 
on the aggregate amount, removal of security requirements. 
However, the loan had to provide reasonable assurance of 
retirement or repayment, and al.lowance was made for loans 
other than for working capital purposes. 
The June 25, 1940 amendment and revision extended 
*9, p 93 
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authority for industrial lending because of national 
defense and allowed abandonment of normal requirements of 
solvency and adequate security. \dth reconversion in 
March, 1945 came the introduction of a "Blanket Participa-
tion Agreement" which: 
1. Guaranteed automatically 75% of such loans to the 
participating banks. 
2. Limited ~250,000 to any one borrower. 
3. Limited loans to 10 years and installments \'/ere made 
repayable at the annual rate of at least 10% of the 
principal. 
A trend toward a guaranty of bank loans was greatly 
accelerated by the blanket-participation plan. 
"RFC's experience in making industrial loans 
has clearly shown that had the banks been energetic enough 
and taken the trouble to make the loans and nurse some of 
them, they could all have been made. This is proven by 
the fact that RFC's losses on such loans have averaged 
less than 1 percent. This percentage of loss can be taken 
from a reasonable rate of interest and still leave a 
* proper profit for the bank. 11 
RFC helped to promote a small total of loans 
actually made. The act "undoubtedly produced certain 
social benefits in that it helped to promote business 
*76' p 49 
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recovery (after 1934) by supporting or assisting in the 
expansion of numerous businesses· which were fUndamentally 
sound but whose financ.ial resources had been exhausted or 
1..;hose banking relationships had been interrupted by the 
-~~ 
depression. 11 
The federal government has seen fit over the 
years not only to enter directly into the lending business 
itself but also to extend to certain types of financial 
institutions powerful economic subsidies in the way of 
11 free 11 or cheap government capital and exemption from 
Federal Corpora,tion Income Tax. In August, 1944 the 
official report of the Byrd Joint Committee said: "The 
magnitude of Government corporations, particularly of 
RFC and Commodity Credit Corporation, is now so great as 
to rival Government proper. In many cases, they exercise 
power and influence even greater than do departments and 
establishrnents ••• Government corporations to a great degree 
do business in competition with private enterprise. They 
encroach upon and compete with business, which is under a 
serious disadvantage. They have practically unlimited 
Government credit at low rates of interest (in the case 
of RFC and Commodity Credit Corporation directly from the 
** Treasury at 1 %)" 
*9, p 104 
iHt·8 , p II 
Thus business meets an invincible competitor in 
24. 
government. "On June 30, 1945, government capital in the 
amount of $325,000 had been advanced to the RFC and 
$75,000 of that amount had been invested by RFC in u.s. 
u* 
securities. The Federal Government had advanced these 
funds out of the Treasury without ~harge to provide 
government credit agencies with working capital. The 
P~C and other agencies enjoy the following advantages: 
1. Competitive advantage for these agencies. 
2. Habitually sustaining operating losses are subsidized 
by the Government. 
3. The taxpaying public is bearing the expense of the cost 
of fUnds advanced by the Treasury and the agency's 
loss as well. 
4. The operating expense of the agencies is financed by 
the Government through a financial device whereby 
money advanced to the agency is loaned back to it 
25. 
through the purchase of interest bearing u.s. securities. 
The disadvantages of Government borrowing include: 
1. Federal agencies are hampered by rules and regulations-
red tape and therefore they are less flexible. 
2. Federal agencies are infinitely small in number 
compared to commercial banks whose accessibility 
make them more readily available in conducting banking 
business. 
*8, p II 
3· Federal agencies by their very nature have political 
implications. 
4. Connnercial banks can provide more personal interest 
in serving customers than impersonal government corpor-
ations • . 
The American Bankers Association went on record 
as opposing government lending to business. ~nis organiza-
tion considers such lending superfluous and feels that such 
action will lead toward socialization of banking by elimina-
ting the risk-taking fUnction that is at the basis of 
private banking.~ As Harold Laski, Labor Party Leader 
in England sa·id: "if the government wants to control 
** industry, it must first take over banking." 
Bankers complain of the expense, complicated 
application forms and typical loan agreements. "In . general, 
the experience of the Federal Reserve Banks and the Recon-
struction Finance Corporation in business lending, confirms 
the belief that the principal unsatisfied demand for financing 
**.;~ has been a need for equity capital. 11 
THE RECONSTRUCTION FINA...~CE CORPORATION CONTROVERSY 
Is RFC in competition with the banks? Is the 
claim of the American Bankers Association well founded? 
~61, 
if·:<-8, p II 
***16, p 113 
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The RFC performed a service during the immediate period 
follO\'ling its passage because it helped the slow, painful 
depression period recovery. Only a small amount of total 
loans were made in the 40's and the red tape and expense 
involved as well as the strict repayment requirements were 
in a measure responsible for its ineffectiveness. The 
recent notorious Waltham Watch Company case is an example · 
of political manoeuvering that has helped to bring discredit 
upon RFC. "On February 2, 1951, an investigating panel 
of the Senate Banking Committee, after months of inquiry, 
brought in a report charging improper use of the RFC's 
-l{· 
lending authority." The Hoover Commission Report "was 
prepared by Price, Waterhouse and Co. with an advisory 
committee of first-rate businessmen and economists. It 
said that 'direct spending is not normally a proper function 
of the Federal Government' "Direct lending by the 
government to persons or enterprises opens up dangerous 
possibilities of waste and favoritism to individuals or 
enterprises. "'-*·'~ The RFC should be abolished." .. ' 
The banks hold a quasi-public position in America 
today and must account for the funds entrusted to them. 
RFC, assuming it is allov1ed to continue, should be in the 
27. 
same position or it will effect a monopoly. RFC does not have 
*62, p 68 
*-~~64, p 108 
***62, p 68 
to show a return on the money it loans, the money itself 
is supplied by the government, and its losses and operating 
expense are absorbed in a financial sleight of hand. It 
is impossible for the banks to try to compete if the govern-
ment chooses to extend the power of the RFC into the banker's 
legitimate realm. Because of the high tax rate on all 
businesses, equity capital is being drained from .our economic 
system and the incentive for risk-taking greatly reduced. 
Neither the RFC nor the banks can cure this. But the 
purpose of the RFC originally was to supply working capital 
and when it starts furnishing equity capital also '\'te will 
indeed be headed toward socialization. 
INDUSTRIAL .. BANKING 
Just before the first World War the so-called 
industrial banks began to develop. These banks operated 
on the idea that the real security behind a loan to a 
consumer borrower is the character and average earning 
power of the individual. Five banks of this nature were 
founded within a year in the Southeastern u.s. and several 
more were added by 1913. Most state legislatures modified 
their banking laws to permit their organization and 
operation. Many of these loans were made to businessmen 
operating on a small scale. 
28. 
11 Along with great material advancement came 
a market specialization in industry and this brought about 
a demand for services quite beyond the commercial bank's 
. * 
origina.l .functions of accepting deposits and lending credit." 
Therefore, numerous institutions arose which would take 
special credit risks and act as a safeguard between borrowers 
in particular and the regular commercial bankers. The 
Commercial Credit Company founded originally as the Mercantile 
Credit Company in 1905 was one of these. !ts specialization 
lies in the field of accounts receivable financing and a 
special legal department has been operating since 1912 to 
interpret state laws, the rights of receivers,etc. Later 
automobile financing (1910) foreign financing (1927) fac-
toring (1933) and entry into the manufacturing field (1942) 
were accomplished. 
"The most important system, with regard to both 
quantitative importance and continuity of existence is 
** the Morris Plan group." The first of the Morris Plan 
companies was established in 1910 by Arthur·J. Morris 
at Norfolk, Virginia. This institution proposed to lend 
money to persons employed in industry on the security of 
the borrower's income and the indorsement of two or 
more comakers. This policy is commonly expressed as a 
*12, p 3 
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willingness to lend on 11 character and earning power". Other 
systems include: the Wimsatt System, Hood System, and the 
Thrift Companies·. 
The finance company in general engages in one 
or more of the following three classes of business: dis-
counting receivables, financing sale of articles on the 
installment plan, advancing funds against merchandise. 
Discounting of receivables was first undertaken, automobile 
financing was added in the years after 1915, and financing 
of sales of other articles on the installment plan after 
the war. Although finance companies also take notes and 
trade acceptances, the bulk of their business consists 
of making advances on accounts receivables. 
This method of financing is mentioned because 
it is important to business and affects bank lending. 
This type of lending company does not use financial state-
ments to any great extent and will thus be excluded from 
further consideration. Banks. do object to the type of 
split-borrowing that the system inevitably causes. Certain 
creditors (the finance companies) are secured by one of 
the company's most valuable assets at the expense of the 
general run of bank and mercantile creditors. 
Banks represent the most potent force in the 
commercial credit world and they are the ones who make 
the most extensive use of the financial statements of 
credit-seeking companies. The banks' position is threatened 
by government competition and political manoeuvers .- If 
the stipulation of making loans only \'lhan bank credit is 
unavailable is maintainad,the banks will continua to hold 
their proper position. 
THE FEDERAL RESERVE SYSTEM 
An important factor in the development of the 
loan structure in the United States has been the Federal 
Reserve System which directly affects the amount of the 
bank's loanable funds and thus the volume of credit available 
to business men. The Federal Reserve System is a central 
banking system. These banks are superimposed on our 
commercial banking system and they serve as bankers' banks. 
They deal almost exclusively with commercial banks and not 
with individuals. 
The Federal Reserve Banking Act provides for 
centralized reserves. The general method which the Federal 
Reserve system has to regulate bank credit is based on 
its ability to increase or decrease bank reserves which 
constitute the legally required basis of bank credit or 
money. One Federal Reserve Banlc may rediscount eligible 
paper of another Federal Reserve Bank thus providing 
31. 
mobility of funds. The open market operations of the 
Federal Reserve Banks provides a broaderdiscount market 
for business paper. The Federal Reserve also has special 
powers to regulate the terms on which transactions in 
stock market securities are financed and it also has the 
authority to prescribe the terms on which consumer credit 
may be extended. 11 The Federal Reserve, through the determin-
ation of the cost and other conditions on which banks can 
obtain additional reserves, can influence the amount of 
money that they may pass onto the public through loans 
* and investments." 
In addition to buying on time or borrowing from 
the bank, credit for commercial purposes can be obtained 
by large concerns - generally, first class credit risks -
by access to the open market and the use of commercial 
paper which is convenient and obtalnable at lower rates. 
*3, p 272 
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!Y· Trnes of Credit Granted 
The types of cred1 t granted include: straight 
commercial loan, installment loan, character loan, term 
loan, accounts receivable loans, warehouse receipt financing, 
equipment financing loan, and collateral loan. 
The straight commercial loan is the traditional 
bank loan and is usually extended for 30, 60, or 90 days. 
It is frequently only a signature loan based on a finan-
cial statement and it is expected to be self-liquidating. 
It is used for seasonal businesses and stocking of inven-
tories. 
The installment loan is used for almost any 
productive purpose and extended for any length of time. 
This type of loan came into widespread use in the last 
ten years and is used primarily by the larger banks. 
Monthly payments are as a general rule made to reduce 
the principal .• 
The character loan. is . almos.t always for a 
relatively small amount extended for a limited time. It 
is evidenced by a promissory note and may enter the calcu-
lations of a small proprietor. 
A term loan 11 is a loan to business enterprise 
that is repayable, according to agreement between borrower 
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* and lender, after the lapse o.f more than one year. 11 The 
terms in the majority of cases are 5 years with a maximum 
set at 10 years. In those industries subject to a high 
degree of fluctuation in earning power the terms are shorter. 
The loan amount is larger when the payment period is longer. 
Smaller loans are repayable in a shorter time. Commercial 
banks very often take pledges or assignments of one type 
of asset rather than a qombination of assets. 55% of the 
number of term loans made by banks 6/30/41 were used solely 
to provide new money for expansion although by amount the 
loans for the retirement of obligations constituted 54% 
of all term credit. Commercial bank term loans were repaid 
in equal or approximately equal insta.llments to an important 
degree. Loans w1 th a "ballon11 final payment and repayment 
in accordance w1 th net or gross income seemed to be gaining 
favor although such methods specified in loan agreements, 
were subsidiary or alternative to other methods. 
"Accounts receivable financing is a continuing 
arrangement whereby fUnds are made available to a business 
concern, by a financing agency that purchases the concern's 
invoices or accounts receivables over a period of time or makes 
that concern advances or loans, taking one or a series of 
** assignments of the accounts as primary collateral security." 
·li-16' p 1 
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Accounts receivable loans are akin to the factor-ing opera-
tions of the textile industry. Extensive servicing is required 
and the accounts may be taken on a notification or non-
notification basis. According to the notification basis, 
the customer is given notice of the loan situation while 
under the non-notification basis, the customer is not given 
such notice. Non-notification financing is used by busine.sses 
which seek capital by converting its open accounts into cash 
without disclosing the fact that it obtains funds in this 
way. ·rhe principal agencies supplying funds to business 
enterprises on the basis of open accounts receivable are 
factoring companies, commercial finance companies and 
commercial banks. The interest of commercial banks in 
receivable financing has developed greatly in the recent 
past and has been particularly strong since 1935. An in-
creasing number of banks have established special departments 
and have aggressively sought non-notification receivable 
loans. "Clients are predominantly manufacturing industries 
in the textile mill products, apparel and furniture and 
if-
other finished lumber product industries." The advantages 
of receivable financing are many. A concern ineligible for 
open-line credit may be made creditworthy by the sale or 
assignment of its receivables. Concerns may borrow more 
heavily by pledging their receivables. Other concerns are 
*28, p 62 
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attracted to receivable financing because it enables them 
to get funds needed for the conduct of their business on 
more favorable terms than are available on some other basis. 
Receivable financing is convenient and is a kind of re-
volving credit because of its semi-automatic features. 
Under Warehouse receipt financing, goods or 
materials are impounded in a warehouse and the receipt is 
given to the bank. The bank pays the seller and the man-
ufacturer buys the goods from the bank as it needs them, 
thus making the loan self-liquidating. 11 The first step 
in the establishment of a field warehouse is the execution 
of an agreement between the depositor (borrower) and a 
warehouse company covering the conditions and duration of 
·:fo 
the bailment." Next a lease is entered into by the ware-
house company for the premises in which the goods are to 
be stored. The premises may be a separate building, part 
of a building, a storage yard of any other part. of the 
depositor's or of another's property. Goods may be stored 
in demarking aisles, piles (in blocks), bins (loose grain 
or bulk goods), or in tanks (liquids). The method depends 
upon the physical qualities of the commodity and the 
arrangements of the warehouse. Goods may be fungible 
(capable of being mixed ) or non-fUngible. A warehouse 
receipt gives t he holder priority over most claimants 
*29, p 22 
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except in the case of growers (in California), loggers 
(in Oregon) or governmental tax or license liens. The 
wa.rehouse man has a prior lien for his services, insurance, 
moving or transporting commodities. 
The more careful warehouse companies always 
record the lease as a matter of policy. The field warehouse 
company must have continuous, notorious (evidences by 
numerous signs) and exclusive possession of the goods stored 
with it. Goods are released only by a signed release by 
the holder of the \'larehouse receipts or a trust receipt 
or a certified check or actions under a blanket release. 
Handling commodity loans involves knowledge of the keeping 
qualities, markets, and price ranges of the commodities 
manufactured or produced in the banker•s trade area. Most 
of this knowledge comes to him automatically. He should 
have an adequate kno\'rledge of the commodities ordinarily 
p+.edged. 
The advantages of warehouse receipt financing 
to the bank patron are many. He can obtain a maximum of 
credit at reasonable rates of interest. He can repay 
the loans in an orderly manner because of the self-liquidating 
nature of the loan. The borrower can thus maintain adequate 
inventories and year-round employment can be enjoyed when 
a seasonal product is produced. The borrower can also 
maintain adequate inventories and take advantage of cash 
and quantity discounts. On the other hand, the bank 
makes a loan which is self-liquidating and sound because 
it is secured. ·r.he warehouse receipt is also eligible 
for Federal Reserve rediscount. Warehouse receipts may 
be either negotiable or non-negotiable. Negotiable ware-
house receipts must comply with the provisions of the 
Uniform Negotiable Instruments Law and the holders are 
protected by its provisions. 
Any relea-se made against a warehouse receipt 
must be recorded on the receipt. ~~e loss of the receipt 
necessitates a court action and the posting of a bond for 
twice the value of the goods before a duplicate may be 
obtained. 
In most states the title to the equipment under 
an equipment financing or lien loan rests with the bank 
until the debt is extinguished. The borrower, of course, 
has possession and usa of the equipment. 
Collateral loans are used by small . businessmen 
to obtain ready funds for the operation of the business. 
Collateral may take any of the following forms: 
38. 
1. Stocks and bonds listed and traded on recognized securities' 
exchanges. 
2. Unlisted stocks and bonds actively bought and sold by 
brokers and others. 
3. Warehouse receipts covering staple commodities. 
4. Order bills of lading covering staple commodities. 
5. Trade acceptances. 
6. Installment contracts and chattel mortgages -on standard, 
readily saleable personal property and real estate 
mortgages. 
39. 
v. Financial Statements in General 
Certified Finanaial Statements and the CPA 
HISTORY OF FINANCIAL STATEMENTS 
"A financial statement really means any formal 
* tabulation of the financial facts of an enterprise.'~ 
England, after the Norman C.onquest of 1066 developed a 
complete feudal system and used the early origin charge 
and discharge account (statement) to determine individual 









Paciolo 1494 ) 
Schrei bar 1523 .) 
Gottlieb 1531 ) 
Man:z.oni 1534 ) 
figure prominently in our historical heritage of early 
** accounting literature. John B. Geijsbeek in his book 
emphasizes the fact that Pacioli's book is the real 
foundation of all books published in Germany, Holland, 
France, and England within the first 100 years after it 
was written. Simon Stevin, writing in 1608, presents 
models for financial statements which are more in .harmony 
with modern practice than many of those subsequently 
used by others. A French ordinance of March, 1673, 
*19, p 123 
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required merchants every two years · to make a statement of 
all their fixed and movable properties, of their debts 
receivable and payable. In 1848 Peter Duff's ''North 
American Accountant" provides an early antecedent of which 
is now known as the report form of statement. By the end 
of the 19th century the development of separate statements, 
grouping of data under sub-sections and matter of content 
were well-formulated. The accural methodology was \'tell 
organized by the time of 1877 when Pilsen made use of 
"Bookkeeper's Hemoranda 11 in his book of that year and 
also required that on items not for resale a certain per-
centage should be deducted for total wear and tear. Thus 
the effects of expanding commerce and changing economic 
conditions forced men in the 15th century to expand double 
entry bookkeeping into accounting. Accounting has come 
a long way since 1494 and 1877. Like any profession it 
is changing all the time and attempting to perfect its 
methods. The need of bankers is another demand upon 
the accountant 1 s time and. faculti.es, which creates a 
problem to be analyzed and resolved. 
FINANCIAL. STATE!.\1ENTS IN GENERAL 
A financial statement is the presentation of 
financial information in statement form to the management. 
It represents a summary of the financial and operating 
41. 
data entered in the accounting records and is stated in 
monetary units. These monetary units do not generally 
represent current absolute values. ''Financial statements 
-
together with supplementary detailed operating and statis-
tical reports provide management with a 'blueprint' from 
which may be determined financial and operating strength 
and weakness. These reports and their interpretation are 
essential to those who direct, manage, and control the 
* business. 11 
The power and regulation of government agencies 
has so widened during the past few years that many of 
t h em require financial statement submission or other 
reports taken from the company's records. The Bureau of 
Internal Revenue, the Securities and Exchange Commission, 
Interstate Commerce Commission, and . the Social Se.curi ty 
Board are but a few of these regulatory and other govern-
mental agencies which have an interest in financial state-
ment presentation. 
Associations within the trade usually keep a 
file of the financial statements of the companies within 
their industry to facilitate credit extension. Commodity 
and security exchanges have been pioneers in requiring 
the filing of a prescribed financial statement by those 
-~18, p 2 
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companies listed with them. Such filing is a prerequisite 
for listing on the exchanges. 
Bondholders are concerned with the safety o:r 
both the principal and interest of the indebtedness due 
them as well as the prospects of future earnings and growth 
of the business. Stockholders who are· the owne.rs of the 
business,are interested in the net value of the assets, 
preferential indebtedness, and present and future earnings. 
Banks are vitally concerned with the entire structure of 
the business. Debt-paying ability and current earnings 
as well as management capability are of important consider-
ation. General creditors are cognizant of the repayment 
ability of the concern by reason of its self-liquidating 
nature. 
PURPOSE OF FINANCIAL STATEMENTS 
The purpose of financia~ . statements is to enable 
management to review what has happened, to measure growth, 
and to make plans :ror the future. The banker recognizes 
the value of analytical comparison and u.ses the financial 
statements in the same manner but applies the results for 
a completely different purpose, namely, the investment 
and loaning of its. available resources. '!be. credit man 
asks for a customer's financial statement in order to 
judge the customer's ability to fulfill his promise to 
pay. Thus, the chief use served by financial statements 
is as a basis for granting credit and as a measure of the 
potential capabilities of a going concern and its financial 
strength at the pre-sent date. These factors are essential 
for the banker before any loan can be inaugurated. Since 
analysis of the financial statement divulges such informa-
tion its use is absolutely essential. 
KINDS OF FINANCIAL .. STATEMENTS 
The most imp0rtant. ·statements used by bankers 
and other interested readers include: the balance sheet, 
the income statement, the surplus statement, and the 
application of funds statement. 
The balanc.e sheet is the most vital source o.f 
information relating to net worth and financial responsi-
bility of the prospective borrower. It states the a-ssets 
(money and property owned by the company), liabilities 
(interests of the concern's credit.ors. in the assets), and 
the net worth (interest of the concern's owners in the . 
as.sets). The balance sheet states the concern's fi.nancial 
condition at a particular moment of time and shows the 
amount invested, manne.r of investment, and the sources 
from which it was. drawn. 
The income statement shows the net income or 
net loss resulting from the operation of a business during 
44. 
a specified standard period of time. This statement 
indicates progress and summarizes the results of activities 
carried on throughout the year. 
The surplus statement prepared for corporations 
shows an analysis of changes in net worth. These changes 
have beenrecorded in the surplus account or accounts during 
a stated period of time. The surplus statement summarizes 
the debits and credits to surplus during the year and pro-
vtdes a compact form for analysis of surplus increase or 
d t crease. Some accountants feel that some people will 
o erlook this statement and there·fore "advocate protecting 
s ch people by having all income; expense, and other surplus 
* c anges called to their attention in a combined statement. 11 
"The statement of application of funds is usually 
p epared for the purpose of accounting for the change . in 
w rking capital during a period. It is based .on a compara-
t l ve balance sheet, but supplementary information is re-
/ ** quired." . 
Cl RTIFIED STATEMENTS 
I "Up to the latter part of tl;le nineteenth century, 
little or no financial information was submitted by manage-
*** ment to stockholders in a formal report." With stock 
"*5, p 48 
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ownership quite limited, the necessity for giving an account 
of management's stewardship of corporate affairs to a large 
body of owners was not apparent. ruring the period of 1900, 
the Amoskeag Manufacturing Company, one of the largest cotton 
mills in the country, reported chiefly in yards rather than 
dollars and the u.s. Express Company and the Royal Baking 
Company issued no financial reports of any kind to ita stock-
holders. The first really modern type of annual report 
was published by the u.s. Steel Corporation in 1902. Judge 
Gary, its president, in issuing the first report stated 
that "corporations cannot work on a principle of locked 
if-
doors and shut lips." In contrast were the sketchy, abbrev-
iated, uninformative, and oftentimes misleading reports of 
other companies. A partial explanation for this lack of 
informative and dependable financial reporting was given 
by !vir. Fred Y. Presley of the National Investors Corporation, 
who testified, "I do not think that in a very high percen-
tage of the cases there is any motive to deceive or mislead. 
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It is simply a custom that has been handed down from generation 
** after generation to tell as little as possible." 
In 1900 all compani.es applying for listing on 
the New York Stock Exchange agreed to publish annual reports 
"*11, p 4 
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of their financial conditions and operating results. During 
the period 1926-33, the Exchange intensified ita efforts 
to secure adequately informative financial reports from 
listed companies. The Allied Chemical and Dye Corporation 
case is one of major importance. In April, 1933, the New 
York Stock Exchange sought to force this company to clarify 
its financ.ial statements and then took the case to the 
general public. 
Early in 1871 an effort was made by the American 
Institute of Accountants in cooperation with the Federal 
Reserve Board and the Federal Trade Commission, to improve 
the form and content of the financial reports of industrial 
and commercial corporations. "Approved Methods for the 
Preparation of Balance Sheet Statements" was published, 
revised in 1929, and called "Verification of Financial 
Statements" (Revised). This was intended to standardize 
the form of statements submitted to bankers for credit 
purposes and to provide a program for verificat·ion of 
items and unifonn compilation of statements. In 1936, 
the second revised edition called "Examination of Financial 
Statements by Independent Public Accountants" extended 
these principles and procedures to statements prepared 
for inclusion in annual reports to stockholders. Since 
~hat time, the Institute has continued to work for improve-
menta by setting forth their pronouncements in the Accounting 
Research Bulletins and Statements on Auditing Procedure. 
After the crash in 1929 security issues and 
trading have been regulated by the Federal GOV€rnment. The 
Securities and Exchange Act of 1934 requires all companies 
offering securities for sale to be registered with the 
Commission and a filing of a set of financial statements 
certified by independent public accountants. The Commission 
examines all statements filed to determine whether they 
comply with the Securities and Exchange Commission reporting 
requirements and whether they have been prepared in accord-
ance with recognized and accepted accounting principles. 
Financial statements have been rejected and formal public 
hearings held when examination of the financial statements 
disclosed wilful intent to deceive - through (a) the inclusion 
of untrue, inaccurate, or misleading information of a 
material nature, (b) the omission of ess.ential material 
information, or the application of improper accounting 
principles and methods which materially distort the finan-
cial and earnings position of the registrant and its related 
affiliates. 
The closest cooperation exists between the 
Securities and Exchange Commission and the American 
Institute of Accountants. Representatives meet at intervals 
48. 
to reviei'T, discuss and resolve major current accounting 
and auditing problems. With few exceptions, the official 
pronouncements of each have the approval of the other. 
The Journal of Accountancy reports that the 14th annual 
report of the SEC clearly reflects the close cooperation 
between . the staff of the Commission .and. the accounting 
profession in dealing with problema which are important 
to both. 
THE CERTIFIED PUBLIC ACCOUNTANT 
Portrait of ~ Certified Public Accountant 
The C.P.A. is a professional man or woman. 
The C.P.A. serves the .Public Interest. 
The C.P.A. serves Labor. 
The C.P.A. helps Management. 
The C.P.A. is creative. 
The C.P.A. is progressive. 
Accounting is the language of business, the C.P.A. its 
interpreter. 
The C.P.A. is independent .and impartial. 
The C.P.A.'s reputation and career are at stake every 
time he gives an opinion. 




The C.P.A. encourages able young men and women to enter 
the expanding profession of accountancy. 
The C.P.A. is a good citizen. 
?!-
George R. Donnell says that important factors in 
determining a person's potential success depend on such 
things as strong moral stamina, physical strength, clear 
thinking,etc., which cannot be included in any college 
curriculum. These qualities are essential characteristics 
of a future C.P.A. The actual requirements for certification 
vary with the various states. In Massachusetts the applicant 
must be 21 years of age and hold a high school certificate. 
He must successfully pass all parts of the Uniform American 
Institute of Accountants Examination and practice for three 
years in the public accounting field before the title of 
C.P.A. will be awarded to him. New York has stricter re-
quirements including more education. In Illinois, the 
University of Illinois administ.ers the examination. Since 
the adoption of the Uniform AIA examinations, it is increas-
ingly difficult for anyone to satisfactorily complete the 
examination w1 thou.t adequate education and training. 
"Many of the 46 states and 4 territories using 
this examination use the uniform grading service provided 
by the American Institute. To avoid any possibility of 
*55, p 45 
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discrimination in grading the examination, the papers 
submitted by candidates are identified solely by numbers 
olE-
until the grading process has been completed." Therefore, 
a C.P.A. is one so authorized after securing a certificate 
from the State. n1e certificate is awarded when the 
Uniform examination has been passed satisfactorily and 
the allotted apprenticeship time has been completed. Some 
states allow reciprocal status which permits a C.P.A. 
certified in one state to practice in another. 
There are two forms which the Accountant's Cer-
tificate may take: the short form or the long form. The 
short form is a standard one used by many accounting firms 
in which the audit is a standard procedure repeated over 
a period of years with only a feiv exceptions taken. The 
long form is used when the audit is very detailed and the 
standar~ exceptions such as non-responsibility for inventory 
computation are taken in addition to other special excep-
tions. The certificate form will state that the audit 
was made in accordance with generally accepted auditing 
standards and I'Till also designate any auditing procedures 
generally recognized as normal, or deemed necessary by the 
accountant under the circumstances of a particular case, 
which have been omitted with the reason for such omission. 
It should be determined if the internal check and control 
*58, p 404 
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used by the audited concern are deemed ade.quate. 
The barest technical requirements include a 
dating of the report, a manual signature, and identification 
without detailed enumeration of the financial statements 
and schedules covered by the certificate. The scope of 
the audit and its conformity with Auditing Standards and 
Procedure should also be conclusively stated. 
The C.P.A. unlike the lawyer, has a responsi-
bility not only to his client but also to the people who 
depend on the financial statements for their own specific 
purposes. The profession of public accounting has been 
generally recognized as affecting the public interest. 
Stockholders, the National Securities exchanges and the 
SEC require certified statements by independent public 
accountants. "The SEC has instructed its staff to reject 
financial statements certified by accountants who are 
not independent in relation to the particular company 
* whose statements they certify. 11 Factors undermining in-
dependence include: 
1. Financial interest in the capital stock of the client. 
2. Financial interest in the earnings of the client. 
3- Financial interest in the capital stock of affiliated 
company or companies of the client. 
4. Financial interest in other entangling affiliations. 
*59, p 47 
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The value of certification is obvious. The 
certificate of an independent certified public accountant 
requires acceptance of the facts therein disclosed by 
all readers including banks, the SEC, and governmental 
agencies. ''The services rendered by c.P.A.s and other 
accountants are indispensable in the function of banking 
~~ 
and credit. 11 The prepared certified statements provide 
a reliable signpost which can cause the signaling of a 
touchdown or an out for the prospective borrower. 
* '72'- p ~-11 
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VI. The Balance Sheet 
Among the titles given to this statement are: 
general balance sheet, statement of financial condition, 
statement of assets and liabilities, statement of assets, 
liabilities and capital, statement of resources and 
~­liabilities, statement of worth, and financial statement. 
** Paton refers to it as a position statement. 
The most widely accepted and used title is 
''Balance Sheet". This title denotes that the balances 
have been taken directly from the books of account and are 
in balance. Other titles such as: statement of affairs 
which is a statement made up to show the values which may 
be realized when a business has reached the insolvent stage, 
and pro forma statement which is a hypothetical balance 
sheet reflecting the expected changes for the future, are 
used in appropriate circumstances. 
The customary balance sheet form is the "account 
form" which shows the properties and their values on the 
left-hand: side of the sheet· and claims or interests resting 
in the company ranged against them on the right-hand side. 
See Illustration #2 for a pictorial presentation of the 
:Balance Sheet. 
The report form is also used in many cases. 
*13, p 21 
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This form shows all the items listed continuously on a 
single sheet. The double balance sheet divides the balance 
sheet into two parts: the first shows the working capital 
and the second, the fixed assets and capitalization. 
The current trend is to use the double balanee 
sheet. 'rhis involves subtracting current liabilities from 
current assets to arrive at working capital. The fixed 
assets and net worth are then listed. 
The general grouping of balance sheet items is: 
ASSETS 
CUrrent Assets 











According to Accounting Research Bulletin 
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#30* for accounting purposes the term 'current assets .' .is 
used · to designate cash and other ass·ets·· or resources common-
ly identified as those which are reasonably expected to be 
realized in cash or sold or consumed during the normal 
operating cycle of the business." Usually a period of a 
year or less for conversioil is recognized as suitable so 
that the American Institute definition presents a broade.r 
concept. The operating cycle is considered to be that 
period of time which it would ordinarily take in any given 
industry to complete the cycle of converting cash originally 
expended for the purchase of production requirements, into 
receivables, and finally into cash again. The vie't'l that 
prepaid expenses are properly includible am.ong current assets 
is also advocated in Bulletin #30. A list of typical 
current asset items is: 
1. Cash on hand and in the bank 
2. Notes and accounts receivable from trade cust.omers 
3. Trade acceptance.s 
4. Inventories either manufacturing or merchandising 
5. Marketable securi ti.es 
6. Other current assets including prepaid expenses and 
interest receivable. 
Cash on hand and in the bank should includ.e 
only that amount of cash which is freely available for 
*47' p 247 
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current operations. Restricted cash such as deposits for 
a sinking fUnd, deposits in closed banks, in foreign banks 
either in blocked accounts or subject to withdrawal restric-
tions should be excluded. 
Notes and accounts receivable from trade customers 
includes amounts receivable from trade customers arising 
from the sale of goods and services. A reserve for bad debts 
should be set up for items likely to prove uncollectible. 
The percentage to be used should be based on past experience. 
Items known to be uncollectible should be excluded from the 
account receivable figure. Amounts due from employees, 
officers, directors, and others should be segregated and 
shown as a non-current asset. Accounts or notes receivable 
which have been pledged in order to secure credit should be 
shown under separate account titles. It is impor tant to 
determine whether the note receivable has been given at the 
time of the sale or after the account had become due. If 
the latter is the case, the note represents an extension of 
the original credit period and is clearly an inferior asset. 
Trade acceptances are time draft.s drawn on the 
customer and accepted at the time the sale is made. These 
trade acceptances are self-liquidating because the goods 
purchased will be used to create finished goods or sold 
as is. 
57 .. 
* In Accounting Research BUlletin #29 , inventory 
is considered · as embracing goods awaiting sale·. The major 
classes of manufacturing inventories are·: raw materials, 
work in process, and finished goods. Inventory unlike cash 
and receivables is subject to changes in market value.. The 
basis for inventory valuation varies among the different 
companies. The accepted valuation is "cost or market which-
.. 
ever is lower". The cost of the inventory includes the 
charges made for labor, material, and overhead, in producing 
it. Market value is the realizable value of the inventory 
if presented for sale on the market. During recent years 
the LIFO method has come into great use. This is the method 
of matching costs w1 th revenue by valuing material sold 
at the last purchase price and taking income up for the 
difference. FIFO (first-in, first-out), LIFO (last-in, 
first-out), and the lower of cost or market, are all recog-
nized for income tax purposes. The retail method is also 
acceptable. This involves valuing the inventory at current 
retail prices and then reducing the amount by the percentage 
of profit considering mark-up and mark-up cancellations. 
SUch methods as the normal stock principle and the basing 
principle are not recognized for tax purposes although 
used by a few firms. Consigned goods, that is, merchandise 
sent to the company with the title retained in the shipper, 
. ~-46' p 235 
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should not be included in the inven~ory figure. 
Merchandise inventory is the inventory of a trader 
who of course does not manufacture. The classification into 
the three elements of a manufacturer's inventory are necess-
arily not applicable. Valuation, however, does present the 
same problem. 
Marketable securities include temporary investments 
which have been purchased with surplus current business funds 
and are readily convertible into cash. Those acquired for 
purposes of control or long-term investment are not properily 
includible. At the present time u.s. Government Securities 
represent an important figure in this category. Valuation 
should be at the lower of cost or market. Government bonds 
should be shown at cost after adjustments for accrued interest 
and amortization of premium or discount paid when the bonds 
were purchased. 
OTHER CURRENT ASSETS 
Prepaid expenses include insurance, taxes, unused 
royalties, current paid advertising and items for which 
service has not yet been received. Prepaid expenses to be 
included are those which would require the use of current 
* funds during the operating period. Interest is the payment 
for the use of money in terms of time and thus accrues as 
time passes. "The charge to interest receivable represents 
i~47 t p 248 
59. 
the increase in the book value of the note (or bond) due 
to the lapse of time and constitutes a legitimate current 
asset."* 
FIXED ASSETS 
Fixed assets include those depreciable or non-
depreciable assets which management intends to use permanently 
in the operation of the business. A list of typical fixed 
asset captions appears as follows: land, buildings, lease-
holds, machinery and equipment, patterns, dies, etc., and 
other assets. 
The land which the business owns should be valued 
at its cost and since it is not subject to depreciation 
must be carried at this figure. 
60. 
Buildings included in fixed assets are those buildings 
purchased or constructed for permanent use in the business. 
The most common methods of valuation include: cost, replace-
ment value, and market value. Appropriate depreciation 
reserves should be calculated and deducted from the gross 
value to arrive at the net balance sheet figure. 
Leaseholds are sometimes found instead of real 
estate or in addition to that asset on the balance sheet. 
A leasehold may be purchased from a person who has taken 
a lease for a period of years at a rental which, at the 
*23, p 457 
time of purchase of the leasehold is less than the character 
of the property justifies. Property constructed on a lease-
hold must be gradually written off over a period not longer 
than the life of the lease. 
I~chinery and equipment which has been acquired 
or constructed for permanent use in the operation of the 
business should be included under fixed assets. Machinery 
and equipment is usually valued at cost and depreciated 
over the estimated life of the asset after deduction has 
been made for estimated scrap value. There is a current 
trend to value machinery and equipment and other fixed 
assets at replacement cost by writing up the asset with 
a credit to Reappraisal surplus. This procedure is ad-
vocated very strongly by George 0. May in his book, 
* 11 Business Income and Price Levels 11 • He believes that 
the regular charge for depreciation each month should be 
augumented by a special charge for the reappraisal appor-
tionment. \men the asset is sold, the Reappraisal surplus 
figure should be subtracted from the balance on the books 
and the difference recognized as income. The American 
** Institute in its Bulletin #33 frowns upon increasing 
depreciation charges against current income. To be 
acceptable such procedure should be applied to all fixed 
assets and should be made only when a stable price level 
*20, p 46 
*i}50' p 258 
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would make it practicable for business as a whole to make 
the change at the same time. For balance sheet purposes, 
the depreciation which is charged should be subtracted from 
the book value of the asset and the net figures totaled for 
a total machinery and equipment figure. 
Patterns, dies, etc., are shown as a fixed asset 
by many companies. Their value is likely to be temporary 
and should not be large. When the items produced by the 
patterns, dies, and plates have begun to bring in a profit, 
it is conservative to write the book value down to a nominal 
figure. 
Other assets such as the cash surrender value of 
62. 
life insurance, accounts receivable from subsidiaries, officers, 
employees,etc., should be shown separately in the fixed or 
non-current section under an appropriate caption. In the 
case of cash surrender value, "if there are restrictions on 
the use of the policy for the general purposes of the business 
either as to its surrender or as to its use as the basis of 
a loan, and if the amount is relatively important, the nature 
of the restriction will be stated, preferably on the face 
of the balance sheet." * 
A typical list of fixed non-operating assets 
include: investments in affiliated companies, other stocks 
and bonds, sinking and other funds. 
*33, p 30 
"Stocks of subsidiary corporations may be valued 
at cost or may be adjusted to reflect the parent company's 
share of profits or losses made by the subsidiary since the 
* stock was acquired." The policy of the company will determine 
which method will be used. When a consolidated balance sheet 
is prepared, that is, 1-1hen the balance sheet i terns of the 
parent and subsidiary companies are combined, both the in-
vestment in the subsidiary and the profit taken up on the 
parent's books ~dll be eliminated. 
For other stocks and bonds, "the underlying basis 
for the valuation of permanent investments is cost. This 
underlying basis may of necessity be adjuste~ from time to 
time, particularly if price declines are large and apprently 
** permanent." 
A sinking fund may be composed of cash or securities 
or both. "A sinking fund is established for the payment of 
a liability at maturity; it usually is employed in connection 
with bonds payable. When the sinking fund plan is used in 
connection with the retirement of capital stock, the fund 
is known as the stock redemption fund. nil-** In the deed of 
trust under which the bonds are issued, the periodic 
*22, p 676 
*-1~15, p 472 
***15, p 687 
contributions to the sinking :fund are stipulated. 
INTANGIBLE .ASSETS 
Intangible assets include such items as patents, 
copyrights, leases, franchises ~or a fixed term and those 
of perpetual duration. In Accounting Research Bulletin 
II 4* ff2 , the Committee decided that intangibles should be in-
itially charged at cost of acquisition. A write-off should 
be allowed even though there has been no loss in value 
because the practice is so long established and widely 
accepted. 
"A patent is issued for seventeen years hence 
the cost of the patent should usually be written off during 
that period."** "Copyrights are issued for t\'tenty-eight 
years with a possibility of renewal for an additional 
twenty-eight years ••• it is usually regarded as advisable 
to write off the copyright cost against the income from 
the first printing."*** 
DEFERRED CHARGES 
Deferred charges represent the unamortized portion 
of costs and expenses incurred. Organization expense,debt 
discount and expenses, promotional costs, development costs, 
*45 
·**5, p 368 
~HH~5, p 369 
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experimental costs, goodwill, and similar expenditures are 
included in this category. 
CURRENT LIABILITIES 
current liabilities are obligations incurred in 
the operations of the business which are intended to be 
liquidated usually within a period of one year. A typical 
list of such liabilities would be: accounts payable, notes 
payable, loans payable, dividends payable, accrued expenses 
payable and deferred credits to income. 
Accounts payable represent _amounts due to 
creditors as a result of regular trade operations. The 
size of accounts payable indicates the rate at which the 
concern is paying its bills. The liability due to trade 
creditors is evidenced by suppliers' invoices. 
Notes payable include amounts due to trade creditors, 
affiliated interests, officers, principal stockholders, and 
banks. These notes may be sold for cash through commercial 
paper houses. 
Loans payable differ from notes payable in that a 
written instrument such as a promissory note is not in 
existence. The loan may be recorded only upon the books 
of the parties concerned, and might have arisen from the 
pledging of accounts receivable. 
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Dividends payable represent the total amount of 
declared dividends on either preferred and/or common stock 
which remains unpaid at the balance sheet date. 
Salaries ·and wages payable include the liability 
for that portion of the work week which is payable and 
unpaid as of the balance sheet date. For instance, if 
the balance sheet date is the 31st and the regular pay 
date is the 1st, salaries and wages should be accrued 
from the last pay date ·to the 31st. 
Income taxes payable likewise include amounts 
currently payable or payable as a result of the year's 
operations. Both the employer's and employee's liabilities 
with respect to social security should be accrued and re-
ported as a current liability. The amount withheld from 
the employees' wages for income tax should also be reported 
as a current liability. Like social security and withholding, 
unemployment contributions both Federal and State should be 
computed, accrued, and shown on the balance sheet as a 
current liability. Interest payable includes the amount 
due on notes and bonds payable. The amount currently due 
should be reported under the heading accrued interest 
payable and it should be shown as a current liability. 
Bonus and pensions payable includes amounts payable to 
employees as a result of a bonus or pension plan in the 
68. 
company. The amount of rents due but unpaid should be 
figured and listed under rents payable as a current liability. 
Amounts received in advance for merchandise to 
be shipped or services to be rendered in the future are 
considered deferred credits to income. This amount consists 
of two elements - ·estimated cost incurred or to be incurred, 
plus estimated profit. 
NON-CURREnt LIABILITIES 
Non-current or long-term liabilities are those not 
currently payable. This caption includes such items as 
bonds payable and mortgage and long-term notes payable. 
"A bond is a \'lritten promise under seal to pay 
* a sum of money at some definite future time." Bonds differ 
from notes in that they generally run for long terms such 
as five, ten, twenty, or more years. The authorized and 
outstanding amounts of each issue of bonded debt should be 
listed separately at par or face value, among the long-term 
liabilities. 
11 The mortgage, at least technically, operates as 
a conditional transfer of title to the property as security 
for the bonds ••• when mortgage bonds are issued the mortgage 
conveys title conditionally to a trustee as respresentative 
' *i~ bf the bondholders. 11 The mortgage and long-term notes 
*22, p 639 
**22, p 646 
payable should be listed under non-current liabilities and 
the total amount shown as a payable. 
NET WORTH - CAPITAL STOCK AND SURPLUS 
Net worth includes capital stock plus the various 
kinds of surplus. 
The charter of a corporation confers the power to 
issue a specified amount of each class of capital stock. 
Capital stock may be either preferred or common stock. The 
charter thus denotes the amount of authorized stock. Stock 
outstanding represents the shares which have been duly 
issued and remain in the hands of the corporation's members 
or shareholders. The difference between the total authorized 
stock and the amount outstanding at any time is the unissued 
stock. Stock which has been acquired by the issuing corpora-
tion and is available for reissue is referred to as 11 treasury11 
stock. By acquiring its stock the corporation is in effect 
reducing the outstanding equity. The amount should therefore 
be shown as a deduction in the net worth section. Capital 
stock subscribed but unissued should be shown in the net 
worth section as a deduction from the .total shares authorized. 
Preferred stock may be cumulative or noncumulative. 
This cumulative feature means that when a dividend is unpaid 
or undeclared in one year, the amount accumulates and must 
be paid eventually. The common stockholders cannot receive 
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a dividend until this dividend accumulation has been paid. 
Preferred stock may be participating or nonparticipating. 
Participating preferred stock has the advantage of sharing 
in any remaining surplus after a set percentage has been 
paid to the common stock. This means that the preferred 
stock receives its percentage, the common stock shares 
in the surplus up to a set percentage, and then the amount 
left is split according to agreement. Preferred stock 
may be callable or noncallable. Callable preferred stock 
has a special feature which provides for its being called 
in for redemption according to the specifications outlined 
in the stock certificates. · Preferred stock may also have 
certain conversion rights. 
Common stock is the intangible proprietory 
ovmership of the business. The major control of corporate 
activity -is usually vested in the common stoek. Usually 
the voting power of preferred shares is restricted or 
eliminated. This classification of stock is entitled to 
the surplus balance in the absence of any agreement to the 
contrary, after the amount required is set aside for the 
preferred stock. Thus, the amount of surplus allocable 
to the common stock is easily capable of computation. 
On the balance sheet the number of shares of 
each class of stock authorized, issued, and outstanding 
70. 
should be clearly stated. The basis for valuation should 
be given. Valuation may be at par, stated, or ass.igned 
value. Par value is the value of the stock printed on 
the stock certificate. If the par value was paid for the 
stock this figure represents the actual issue price. If 
· the stock was issued at a di'scount, the actual issue was 
lower than the par value. If the stock was issued at a 
premium the actual issue price was higher than the par 
value. When the stock has no-par value, the directors of 
the corporation will decide upon a value which is called 
the stated or assigned value of the stock. The book value 
of stock can be computed by adding the applicable portion 
of surplus to the value listed in the capital stock section. 
* Accounting Research Bulletin #39 recommends that capital 
would be better captioned as: Capital contributed for or 
assigned to shares, to the extent of the par or stated 
value of each class of shares presently outstanding. 
SURPUJS 
This same bulletin advocates the discontinuance 





*52, p 297 
RECOMMENDED 
Retained earnings 






Capital contributed or assigned to 
shares in excess of par or stated value 
Donated capital 
Retained earnings represent an accumulation of 
current earnings or profit held in the business. This 
figure represents the balance after dividend payment. 
Dividends are "pro-rata distributions to corporate share-
holders which are appropriated from current or accumulated 
* net income." Dividends may be paid in cash, property, 
notes and bonds, or stock. 
Appreciation of fixed ·assets results from an 
upward appraisal of a fixed asset and the recording of 
that figure on the books by a debit to the asset and a 
credit to this account. Such a transaction creates a 
higher book value asset, the possibility of an additional 
charge for depreciation every year. This item should be 
marked as unavailable for dividends. When the fixed asset 
or assets which have caused the creation of this appreciation 
are sold, the item should be removed. 
Capital contributed or assigned to shares in 
excess of par or stated value arises when stock has been 
sold at a premium. ** In Accounting Research Bulletin #31 , 
the committee recommended that if inventory reserves are 
created they should be created out of surplus (retained 
*23, p 724 
?a48 
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earnings) and for no reason should they enter into the 
determination of net income. 
Surplus reserves amount to appropriated retained 
earnings and should be segregated from free and unappropriated 
retained earnings. They should be shown separately in the 
balance sheet. A surplus reserve is created by earmarking 
or segregating part of the retained earnings. According to 
Accounting Research Bulletin #35*, they should be shown 
in the balance sheet as a subdivision of retained earnings 
under an appropriate caption such as surplus reserves. 
*51 
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THE BALANCE SHEET AS A CHART, SHOWING THE 
DIVISION OF I NTERESTS 
IN THE PROPERTIES* 
THE PROPERTIES 
circulating f----- current f-- I trade creditors I 
or current creditors 
assets 
:,...___ 
'commercial. banks I 
74. 
I finance or discount companies 1 
I ad vane es f rom oust omers -, 
L_J ·mise loans from officers, 
friends, other companies,etc. J 
fixed assets investors 1-r- long term creditors 
1. Bondholders 
2. Noteholders (long term) 
3· Mortgage holders 




'----- 3· Proprietor 
' *13, p 59 
* ILLUSTRATIVE BALANCE SHEET 
Barron Drug Company 
Balance Sheet (Position Statement) 
December 31, 1951 
ASSETS 
Current: 
Cash on hand and in bank 
Government bonds 
Notes receivable 
Customers' accounts receivable 
Less: . Allowance for Bad Debts 
Rents and Interest Receivable 










Investment in Troy Building and Loan Association 
Stock (2) 
Fixed: 
Store, Fountain, and Office Equip-Cost 
Less Allowance for Depreciation 
!vlotor Cars-Cost 










$=9=9 ~' 4!=7=o 
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(1) Valued at cost less deduction of $700 for obsolescence 
and shopwear 
(2) Pledged as security for liability of ~~15,000 due July 1, 1952. 
·~23, p 410 , Adapted 
ILLUSTRATIVE BALANCE SHEET * 
Barron Drug Company 
Balance Sheet (Position Statement) 
December 31, 1951 
CUrrent Liabilities: 
Accounts payable 
Notes payable (2) 
EQUITIES 
J. B. Barron, Estate 
Federal Income Tax Liability 
Sales Tax Accrued Payable 
Pay roll Accrued 











Capital Stock (500 shares, par$100 each) 
- $50,000 




(3) Balance of rent payable due 1/1/52 under agreement. 
*23, p 410 , Adapted 
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VII. The Income Statement, SUrplus Statement 
Application of FUnds Statement 
THE INCOI{E STATEMENT 
The income statement has been given such titles 
as: profit and lo.ss statement, income statement, statement 
of expenses and income, and statement of earnings. Currently, 
the title "income statement" is in most common use. 
- . 
The income statement diseloses the result .of 
operations for the year - the profit or loss. The ordinary 
* form of an income statement appears as follows: 
Net Sales $ .•••• 
LESS: 
Cost of Sales . . . . . 
Gross profit on sales . . . . . 
LESS: 
Selling, administrative, 
and general expenses ••••• 
operating profit 
ADD: Other income 
LESS: Deductions from 
income 
Income before income 
taxes 
*27, p 122 
. . . . . 
. . . . . 
• • • • • 
..... 
. . . . . 
Income before income 
taxes $ ••••• 
LESS: 




(~ ttP •• • . • ~ 
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The types of income statements in use· are: 
ladder- type form, narrative type, single step form. The 
ladder type form starts with the sales and then subtracts 
the cost of goods manufactured and sold, as shown above, 
to arrive at a gross profit figure. Other expenses are 
then listed and totaled and then subtracted from the gross 
profit to arrive at a net profit for the period. 
The narrative type ·attempts to simplify the 
statement and express the items in a more understandable 
manner. 
The single step form omits the computation of 
gross profit. All the expenses are totaled before sub-
tracting from sales to determine the net profit for the 
period. The current trend has been to use the single step 
form. Genel"•al Iviotors, to mention but one, uses this form 
in ita annual reports. For the purpose of this thesis 
the traditional ladder type form is used to give a clearer 
picture and to supply more information. 
SALES AND OPERATING REVENUES 
Sales and Operating Revenu.es include billings 
for goods sold and services rendered. The sale is viewed 
as the most significant of the chain of events making up 
the business process, the end toward which all efforts are 
78. 
directed. Total billings are considered gross income. 
Trade discounts, cash discounts, credits given 
for returns and for allowances, should be totaled and de-
ducted from the gross sales to arrive at a net sales· figure. 
Returns and allowances are ordinarily evidenced by a billing 
credit and cash discounts are deducted directly from the 
cash payment. 
COST 
"A good cost accounting system is essential in 
any factory; without it, unit coste of manufacturing cannot 
be determined, and proper valuations cannot be assigned to 
inventories of work in .process and of finished goods. Correct 
valuations must be assigned to work in process and finished 
goods inventories so that financial statements will not 
* present misstatements of costs and profits." The banker 
considers a good cost accounting system a vital factor when 
he analyzes the financial statement report. Cost systems 
may be one of three types: job order cost system, process 
cost system, or standard cost system. Cost systems generally 
include book or perpetual inventories that are verified 
annually by physical count and pricing. A perpetual in-
ventory consists of a scheme of cards or sheets handled 
.so as to show from day to day all acquisitions of merchandise, 
*15, p 24 
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all withdrawals from stock, and balances on hand. 
Cost of Goods Manufactured = Opening Inventory of Work 
in Process f Cost to Manufacture - Closing Inventory of 
Work in Process. 
EX.AHPLE: Opening Inventory of Work in Process $50,000 
Cost to Manufacture 40,000 
90,000 
Closing Inventory of Work in Process 20,000 
Cost of Goods Manufactured $70,000 
Cost to manufacture is the total of material, labor, 
and manufacturing expenses. 
Hew Material Inventory $10,000 
Purchases of Raw Material 10,000 
20,000 
Final Raw Material 
Inventory 
Cost of Material Used 
5,000 
15,000 
Purchasing expense, receiving expense, freight and express 
in are added and cash discounts deducted to arrive at the 
total material cost. Direct labor refers to the labor cost 
expended directly on the material. Manufacturing expenses 
refers to such items as indirect labor, superintendence, 
power, repairs, depreciation, taxes, insurance, supplies, 
etc. 
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Cost of goods sold include·s the cost to manufacture. 
The two statements may be combined into a statement called-
The cost of goods manufactured and sold. 
EXAMPLE: 
COST OF GOODS SOLD 
Finished goods inventory 
Purchases during month 
Goods available for sale 
Finished goods inventory 
at end 






The major components which enter into this computation 
should be presented in the income statement. Where inven-
tories are used, the opening and closing inventory amounts 
should be specifically stated, together with an explanation 
of the basis used in establishing their value. 
Practice differs as to the inclusion of the 
following items in operating expenses: depreciation, 
amortization, depletion, maintenance, repairs, rents, 
royalties, management and service fees, and taxes (other 
than income taxes). For a manufacturing concern, the 
items will vary naturally with each particular business 
involved. 
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Depreciation represents the estimated cost of 
wear, tear and functional obsolescence of fixed property 
applicable to the operating period under review and is 
properly chargeable against the earnings of the period. 
* According to Bulletin #22 depreciation charges aim to 
distribute the cost or other basis value of tangible 
capital assets less salvage (if any) over the estimated 
useful life of the unit or group of assets in a systematic 
and rational manner. It is a process of allocation, not 
of valuation. 
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The amount of each of the major classes . of selling, 
general, and administrative expenses should be presented 
separately in the income statement. A subtraction of such 
selling expenses as: advertising, salesmen's salaries and 
salesmen's traveling expenses produces a net profit on sales. 
General and administrative expenses include such items as: 
office salaries, officers' salaries, office supplies, telephone 
and telegraph, and should be deducted from the net profit 
on sales to arrive at a net profit on operations. 
''Many concerns have substantial items of income 
or expense which are not directly related to the normal 
operations of the business."** Such items do not enter 
into the computation of operating profit and loss and should 
be shown separately below the operating figure. 
*44, p 179 
*~~27, p 123 
OTHER INCOME 
Separate amounts should be shown for dividends 
received during the period from securities of aff~liates, 
marketable securities and other security investments. 
Profits and losses on the sale of Treasury stock 
should be carried directly to the capital surplus account. 
Rents, royalties, insurance proceeds, profits 
on foreign exchange, and other items of income, as well as 
major adjustments, if significant in amount should be listed 
separately and properly identified both as to nature and 
amount. 
Where the differences between financial net income 
and taxable income are significant, the pertinent facts 
should be disclosed in an appropriate footnote. 
THE SURPLUS STATEMENT 
Changes · in the surplus · ~ccount or accounts during 
the year may be shown on a separate surplus · statement, at 
the bottom of the income statement, or on the face of the 
be.lance sheet. According to Bulletin #32*the committee 
recommended that material items be excluded from net income 
computation. It is believed that readers will not properly 
analyze extraordinary items incorporated in the all-inclusive 
statement, and therefore a separate surplus statement should 
-'1-~ be used. Bulletin #35' "reveals that a separate surplus 
statement developed as a result of the misconception over 
the determination of the net income figure when items such 
as: 
1. general purpose contingency reserves 
2. inventory reserves 
3. extraordinary items, 
were sho1~ in the income statement. The committee did not 
wish to discourage the use of the combined statement of in-
come and surplus. It recommended that the beginning surplus 
figure immediately foll.ow the net income balance to remove 
*~ .. ~-
all doubt. Back in February, 1941 the Committee expressed 
its approval of the combined statement of income and earned 







The previous year's balance should be shown. 
Debit and credit adjustments applicable to prior years should 
be made. Dividends declared on preferred and common stock 
sh oul d then be subtracted and a balance computed for the end 
of the year. 
EXAMPLE: 
Balance, December 31, 1950 
Adjustments for prior years (credits) 
Dividends on Preferred Stock 2,000 
Dividends on Common Stock 3,000 
Balance, December 31, 1951 






The balance for the beginning of the previous 
year should be shovm. The .adjustment for depreciation on 
appreciation would then be made and a new balance brought 
forward for the end of the year. 
EXAMPLE: 
Balance, December 31, 1950 
Adjustment for depreciation on 
appreciation 





CAPITAL CONTRIBUTED OR ASSIGNED TO SHARES IN EXCESS OF PAR 
OR STATED VALUE 
Premiums on stock purchased during the year should 
be added to the balance for the· beginning of the current 
year and a new balance brought forward for the end of the 
year. 
EXMlPLE: 
Balance, December 31, 1950 
Premiums on stock purchased 
during the year 





Donations should be added to the beginning 
balance and a new balance determined for the end of the 
year. 
EXAMPLE: 
Balance, December 31, 1950 
Donations during the year 





APPLICATION OF FUNDS STAT~~NT 
.The various titles given this statement include: 
"funds statement, the source and application of fUnds 
statement, the statement of financial benefits earned and 
employed, the statement of financial charges, and the where-
. * got, where-gone statement • 11 • The so-called "statement of 
funds 11 is an important technical means of bringing to light 
underlying financial operations and movements - the ebb 
and flow of economic forces in terms of major elements and 
factors - which are not directly revealed in reports of 
** the balance sheet and income sheet type ••• 11 This statement 
shows the results and effects of all transactions which have 
taken place during the year. "It is based on a comparative 
iF'-~., balance sheet, but supplementary information is required. 11 "" 
It "summarizes both the sources of working capital and the 
**** uses made of working capital during the period." 
The statement of application of fUnds is normally 
prepared in two parts: FUnds Provided and Funds Applied. 
FUnds Provided shm1s a listing of the individual sources 
of working capital. FUnds Applied shows the individual 
disposition of i'IOrking capital and the difference between 
*17' p 477 
*i(·24, p 678 
'!'**5, p 577 
**lH~·l7 , p 47 8 
the two funds is the net increase or decrease in working 
capital for the period. 
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Sources of fUnds provided include net profit for 
the year, charges to surplus which do not require fUnds, 
capital stock sold, machinery sold, and bonds sold. Purchase 
of fixed assets, expansionand investment, payment of 
dividends, etc., are examples of items to be included 
under application of funds. 
'Ttlorking capital increase or decrease includes the 
net increase or decrease in current assets and current 
liabilities. 
* ILLUSTRATIVE INCO~m STAT~NT 
Barron Drug Company 
Income Statement 
December 31, 1951 
Sales (Schedule 1) $225,000 
Less: Estimated Bad Debts 
(Schedule 1) 1,200 
Other Revenue (Schedule 2) 
Expenses and Taxes: 
Expenses-
Merchandise Cost of Sales 
(Schedule 1) 140,500 
Store Operation Costs(Sc.3)45,160 
Administrative Costs (Sc.4)24,375 
Rent Cost 4,800 
Depreciation Cost 1,440 
Merchandise Write-Down 700 
Taxes-
State Sales Tax 
Property ·raxes 
Federal Income Tax 
Other Taxes and Fees 
Net Income 
Interest Charges 
Earnings of Stockholders 





Earnings Retained in Business 





Retained Earnings, December 31, 1951 (Position 
Statement) 











* Barron Drug Company 
SCHEDULE 1 
Departmental Sales and Cost of Sales 
Year Ended December 31, 1951 
Store Prescriptions 
Sales 145,000 30,000 
Less: 
Est. Bad Debts 1 2 000 200 
144,000 29,800 
Merchandise 
Cost of Sales 90 2000 19,000 
Trading Margin 54,000 10,800 
SCHEDULE 2 
Other Revenue 
Year Ended December 31, 1951 
Rent Revenue 
Vd scellane ous Store Revenues 
Interest Revenue 
















140 2 500 
8:2 2300 
* Barron Drug Company 
SCHEDULE 3 
Store Operation Costs 
Year Ended December 31, 1951 
Salaries-Store £-1anager 
Salaries-Registered Clerks 
Other Store Wages and Salaries 
Commissions and Bonuses 
Gas, Water, Electric Energy, Fuel 
Store Supplies 
Maintenance of Equipment 
Delivery Service 
Telephone and Telegraph 
















Year Ended December 31, 1951 
Salaries-Officers 
Officers' Bonuses 
Wages and Salaries-Clerical 
Office SUpplies and Stationery 
Insurance 
Credit and Collection Costs 
Advertising and Promotion 
Traveling Costs 
Legal And Accounting costs 
~Uscellaneous 













* I~USTRATIVE INCmiJ:E STATE1"\1ENT Exhibit c 
The Ingram Manufacturing Company 
Income Statement 
Year Ended December 31, 1951 
Gross Sales 
Les s: 
Returned sales and allowances 




Less cost of goods sold (Exhibit D) 
Gross profit on sales 
Deduct selling expenses: 
Advertising 
Salesmen's salaries 
Salesmen's traveling expense 
Insurance 
Taxes 
Miscellaneous selling expense 
Net profit on sales 
Deduct general and administrative 
Office salaries 
Officers' salaries 
Sta tionery and printing 
Office supplies 
Telephone and telegraph 
Mi scellaneous general expense 
Bad debts 
Depr eciation - office equipment 
Net nrofit on ouerations 
















Bond interest 3,000 
Interest on notes payable 
and bank loans 
Less: 
Interest on notes receivable 
















ILLUSTRATIVE STATEI€NT OF COST OF GOODS MFGD AND SOLD 
Schedule D-1 
The Ingram Manufacturing Company 
Schedule of Manufacturing Expenses 
Year Ended December 31, 1951 
Indirect labor 
Heat, light, and pmrer 
























-~ ILLUSTRATIVE STATEMENT OF COST OF GOODS MFGD AND SOLD 
Exhibit D 
The Ingram Manufacturing Company 
Statement of Cost of Goods ~1anufactured and Sold 
Year Ended December 31, 1951 
Raw materials: 
Inventory, December 31, 1950 
Purchases 
Less : 
Returns and Allowances 
Discount on purchases 
Net purchases 




Less inventory, December 31, 1951 
Materials used 
Direct labor 
!'-1anufacturing expense (Schedule 1) 





Deduct increase in goods in process: 
Inventory, December 31, 1951 
Inventory, December 31, 1950 
Cost of goods manufactured 
Add decrease in finished goods: 
Inventory, December 31, 1951 
Inventory, December 31, 1950 
Cost of goods sold 
i<-5, Adapted 
$ 6,325 
59 27~0 66,0 5 





8 2120 $ 
1 2092 169,624 
10,400 
9,500 900 
$ I70 2524 
94. 
* ILLUSTRATIVE APPLICATION OF FUNDS STATEMENT 
Kelly Trading Company 
Statement of Application of Funds 
For Year Ended December 31, 1951 
Funds were Provided by: 
Operations: 
Profit per Statement of Income 
Add: Depreciation 6,000 
Loss on Sales of Stock 1,500 
Issuance of Capital Stock 
Sale of Smith Company Stock 
Funds were Applied to: 
Purchase of Plant and Equipment 
Payment of Dividends 
Increase in Working Capital 












* ILLUSTRATIVE APPLICATION OF FUNDS STATEMENT (CON 1 t) 
The Increase in Working Capital is Accounted for as follows: 
Working Capital Dec.31 Dec.31 Working Capital 
Items 1950 1951 Increase Decrease 
Current Assets: 
cash 20,000 15,000 5,000 
Notes Receivable 5,000 5,000 
Accounts Receivable 
(net) 
23,500 43,000 19,500 
Inventories 20,000 51,500 31,500 
Current Liabilities: 
Notes Payable 10,000 5,000 5,.000 
Accounts Payable 15,000 25,000 10 2 000 
56,000 15,000 
Increase in Working Capital 41 2 000 
56,000 56,000 
-t-17' p 491 
96. 
VIII. Financial Statement Analysis 
Financial statement analysis permits a determina-
tion of the relative strength of a going concern and an 
estimate of its future potentialities. Analysis concerns 
itself "in the main with the· elements of financial sound-
ness-with the detection of business ills as revealed by 
various balance-sheet and income-sheet relationships."* 
Such ills have been stated by Bangs to include: 
1. too large a proportion of notes and accounts receivable. 
2. too heavy an investment in fixed assets. 
3. too heavy an investment in inventory. 
4. insufficient net worth (contracting too heavy a debt) 
Financial statement analysis arose no doubt 
from the credit relation which exists between buyer and 
seller. Several broad classes of business men including 
stock and bondholders, reputable investment bankers, and 
the business executive, use the information gained from 
such an analysis as a check on business operations. "Straight 
analysis, by the use of a comparison sheet, began to be 
common practice between 1900 and 1910. James G. cannon of 
the Fourth National Bank in the city of New York is credited 
** with bringing out the first accepted comparison sheet. 11 
·~1' p 346 
-lh~30' p 29 
97. 
The growing complexity of modern business makes this 
analysis even more significant in revealing information 
about business which may not be evident through a mere 
cursory survey of the figures shown on the statements. 
Because bank loans have traditionally been 
short-term loans, bankers have been concerned in the past 
fi r st and foremost with the current position of a prospec-
tive borrower. Now that the emphasis is shifting f r om 
short to medium-term loans, bankers are concerned not only 
with the current position of the prospective borrower, but 
also with his capacity to maintain and increase earnings 
in the fUture. The banker thus considers three factors 
as primarily important : 
1. current position or liquidity of the business 
2. adequacy of its ownership interests 
3. profitability or efficiency of its operations 
The size of a usable comparative statement must 
be such that it can be easily filed. The color scheme 
should be pleasing . Statements should contain inclusive 
terminology. Statement items should follow one another 
in a logical and in the most generally used rotation. 
"Many companies use their own printed forms of financial 
statements for recording the information contained in the 
* financial statements submitted by customers." 
~~ 4, p 102 
98. 
Before trying to analyze a financial statement, 
the banker should check the date of the statement and the 
authenticity of the statement. The date should be as 
current as possible, because business is changing all the 
time and the balance sheet presents a static picture. The 
statement must be reliable. It should be certified by 
a reputable accounting firm to acquire unquestioned acceptance. 
Any single method of analysis has its limitations 
and cannot be used to tell the entire story. The signifi-
cance of any figure on a financial statement can usually 
be judged only in terms of its relation to other figures 
on the statements. The three methods available for finan-
cial statement analysis are: the percentage analysis, the 
ratio analysis, and the trend analysis. 
A percentage analysis may be used when studying 
the balance sheet and the income statement. In analyzing 
a balance sheet according to the percentage method, total 
assets equal 100% and total liabilities and net worth equal 
100%. Each asset is then figured as a percentage of the 
total of 100%, and each item included in the total liability 
and net worth figure are likewise figured. This analysis 
method allows easy comparison of the balance sheet of one 
company with another. It reduces each balance sheet to 
a common ground for analysis. 
99. 
To analyze the income statement according to the 
percentage method, the Net Sales figure is allowed to equal 
100% and the Cost of Goods Sold plus Other Expenses are 
allowed to equal 100%. In this way, each item of expense 
is sholfin as its equivalent percentage of the Sales figure. 
Emphasis is then made on percentage computation rather 
than on the figures themselves. 
Ratio analyses are computed by using single 
statements of the same company so as to calculate important 
relationships. 
BALANCE SHEET RATIOS 
Perhaps the most widely known and accepted ratio 
analysis is that known as the current. ratio • The method 
of calculation is: 
current Assets 
Current Liabilities 
The percentage thus computed indicates the dollars of 
current assets as offset by the dollars of current liabili ti.es. 
The value of this ratio is based on the theory that the 
higher the ratio, the freer the current assets are from 
claims of creditors, and the more likely it is that creditors 
will receive prompt and complete payment upon demand. "The 
current ratio is a valuable measure of the ability of a 
* business unit to meet its current obligations." There has 
*17' p 454 
100. 
been a tendency in the past to consider a 2-1 ratio ideal 
and necessary for the safety of creditors. Hol'rever, it 
is now generally recognized that a 2-1 ratio cannot be 
used as a measure of each and every business because of 
industry differences and particular company peculiarities. 
Standard ratios have thus been inaugurated by such agencies 
as Dun and Bradstreet, Inc., for an industry as a whole. 
Actually these ratios are averages because they represent 
some form of an average of the data for a large number of 
companies within the industry. 
EXAMPLES: 
101. 
Textron, Inc. Pacific Mills Naumkeag Steam Cotton 
6,718~138- 3.906 
1,720,527 
The working capital of these three companies would seem to 
be adequate. 
The acid test ratio is a more severe test of 
current assets. It eliminates inventory in the analysis 
of assets and is computed as follows: 
Cash, Receivables, and Marketable Secur ities 
Current liabilities 
These three assets are called "quick" assets meaning that 
they can be converted into cash immediately to satisfy 
current debt. The size of the ratio represents a measure 
102. 
of the present ability of the company to pay current debts. 
EYJJ.fi'LE: 
Textron, Inc. 




-22,091 ,067 = 1.162 
19,003,719 
Naumkeag Steam Cotton 
3,417,941: 1.976 
1~720,527 
Thus, these three companies meet the test of immediate 
solvency. 
The owners of the business have contributed the 
net worth of the business, and the creditors the amount of 
the outstanding debts. The contributions of these two groups 
represent the total assets of the company and through the 
efficient utilization of these assets the business will attempt 
to earn a profit. The ratio is: 
Net Worth 
Total Debt (current plus fixed liabilities 
EXAMPLE: 






Naumkeag Steam Cotton 
9,750,397: 2.424 
4,022,777 
The relationship shown which exists between the owned capital 
and the borrowed amount measures and records the debt 
pressure. The percentage should be one which indicates a 
sufficient capitalization, that is, adequate contribution by 
the ot~ers of the business. Standard ratios are valuable 
in determining just how lo"V'T this percentage can be and still 
provide a measure of safety. 
"For every line of commercial and industrial 
business activity, there is a certain proportion of the 
tangible net worth that may typically be invested in 
* fixed assets." A high proportion will indicate a high 
depreciation charge and possible low net working capital 
(excess of current assets over current liabilities). The 




Textron, Inc • 
57,120,~18: 2.968 
19,257' 55 
Pacific Mills Naumkeag Steam Cotton 
This "worth-to-fixed" ratio expresses the money that is not 
invested for current operations. The higher the ratio, the 
more liquid is the net worth of the company and the better 
the credit risk. Textron,Inc., in the examples above is 
more liquid than the other companies. The value of this 
ratio lies in the principle that fixed assets should be 
financed primarily by the owner capital in the ordinary 
type of business. 
INCOME STATEI:i.ffiNT RATIOS 
Income statement ratios are important because 
they shm'l the relationship between business and its 
management. 
The gross profit to net sales ratio has been 
called the marginal percentage method because it measures 
the spread between cost of goods sold and the selling 










This ratio is most valuable in a trading company where 
gross profit is so significant. The margin must be large 
enough to allow the deduction of regular operating expenses 
with a resulting profit. 
The operating ratio is similar to the gross 
profit to net sales ratio. It differs in that operating 
expenses are deducted from the gross profit. The method 







Pacific Mills Naumkeag Steam Cotton 
11,395,527:.1381 703,580: .0460 
128,597,002 15,291,764 
"This ratio is very important, since the relation which 
exists between cost and selling price is a measure of the 
* source of profits." 
The income figure after income tax but before 
interest payment deductions is used in the computation of 
the ratio of income and interest payments. 
Total Earnings after Income Tax but before Interest Charges 
Interest on Debt 
EY.AMPLES: 
105. 
Textron, Inc. Pacific Mills 
6,680,652: 12.068 
553,597 
Naumkeag Steam Cotton 
595,361: -0-
-0-
This method of ratio analysis is valuable because it 
reveals the safety margin for creditors of the company. 
Especially in the case of secured creditors, the management 
is vitally concerned in meeting interest payments. If 
the interest payments are not met the creditors may seize 
the business and dispose of the assets. In the two examples 
shown above, the safety margin is more than adequate. 
BALANCE SHEET AND INCOME STATEMENT RATIOS 
Ratios based on a balance sheet or income statement 
alone are often misleading. That is why the following 
relationships have been evolved to coordinate the two 
statement figures. 
The sales to receivables ratio expresses the 
·x-1' p 360 
relationship between the total annual credit business of 
'the company and the outstanding uncollected receivables 
at the end of the period. It is expressed as: 
Net Annual Credit Sales 
Outstanding Accounts Receivable plus Notes Receivable 
A large percentage reveals the efficiency of the collection 
department over the year. The natural relationship is 
12-1 where the usual credit terms are 30 days and 6-1 
where the usual credit terms are 60 days. A higher per-
centage indicates that accounts are being collected more 











The above companies collect their receivables in less than 
60 but more than 30 days. Naumkeag Steam Cotton Company 
presents the most favorable ratio. 
There is an obvious relationship between the 
amount of merchandise on hand and the amount sold. A 
computation of: 
Annual Sales reduced to Cost 
Average inventory 
· will produce the percentage of merchandise turnover., while: 
Net Annual Sales 
Merchandise Inventory 
will provide a comparable measure of turnover from year 
to year. "If a business enterprise had both an excessive 
inventory and top-heavy liabilities, financial embarrassment 
is often the result before the inventory can be brought 
into line."* This matter can be easily revealed by the 
use of these ratios and attention of the management directed 
to the imminent danger. 
EXM~PLES: 
107. 







The ratio of sales to fixed assets indicates 
the sales productivity of the fixed assets. It is a 
measure of operating efficiency. The formula is: 
Net Annual Sales 
Total Fixed Assets 
Fixed assets are employed in the business for the purpose 
of production. If a sufficient proportion of sales are 
not being made in relationship to fixed assets, this may 
be an indication of overcapitalization in fixed assets. 
Idle, unproductive, inefficient machinery and equipment 
should be scraped and the current position thus improved. 
*7, p 319 
108. 
EXAMPLES: 
Textron, Inc. Pacific Mills Naumkeag Steam Cotton 
87,546,886= 4.548 
l9 ,247,655 128,597,002= 4.285 30,010,037 15,291,764. 2.821 5,420,224 
Naumkeag shows the lowest ratio but also reveals the lowest 
gross profit ratio. This is an indication that the fixed 
assets could be increased to produce a larger gross profit. 
The ratio of net sales to tangible net worth 
indicates the activity of the investment in a business, 
and a measure of the profitable employment of capital. It 
is figured thus: 
Net Annual Sales 
Net Worth 
Overtrading may cause a high ratio, as may a striving for 
h igh volume '\'Ti thout regard to profit. A shrinkage of net 
worth may likewise increase the ratio without an increase 
in sales. These possibilities must be known and considered 
by the analyst for a proper appraisal. 
EXAJ.IIPLES : 
Textron, Inc. 




Naumkeag Steam Cotton 
15,291,764- 1.568 
9,750,397 
The above ratios seem to indicate a healthy condition in 
the three companies under analysis. 
TREND ANALYSIS 
Trend analysis may be achieved by comparison of 
successive balance sheets and income statements. Percentage 
and r a tio analyses are helpful in detecting business ills, 
but they must be extended over a considerable length of 
time to reveal the reasons for such ills. The desirability 
109. 
of using comparative financial statements merited the publish-
ing of Bulletin #6 back in April, 1940. "The u se of statements 
in comparative form serves to increase the reader's grasp 
of the fact that the statements for a series of periods are 
far more significant than those for a single period - t hat 
t h e stat ements for one year are but one installment of what 
* is essentially a continuous history." Included in this 
chapt e r are excerpts from 1950 Annual Financial Reports 
\'Thich reveal the continued adoption of this recommendation. 
United States Steel Corporation - Operating and Financial 
Story, 1902-1950 
Bridgeport Brass Company - Five Year Financial Summary 
Pac~fic Mills - 10 year summary of financial results 
Textron, I nc. - Comparative balance sheets and income 
statements for 1950 and 1949. 
Naumkeag Steam Cotton Company - Comparative balance sheets 
and income statements for 1950 and 1949 . 
RATIO TRENDS 
Ratio trends can be consolidated on a single 
sheet of paper and will thus show the trend over successive 
years. A carefUl study of such a compilation will indicate 
the trend of the various items and raise the question of 
110. 
1111hy 11 such and such an i tern increased or decreased. The 
trend will first be figured and then the causes for variation 
will be determined as a measure of control and also as a 
measure of business ills. Charts and graphs may be used 
in connection with this method to present a pictorial view 
of \·That has happened and according to the trend computed, 
what is likely to occur in the fUture. 
PERCENTAGE TRENDS 
Percentage analysis will be figured each year 
and a comparison made with previous balance sheets and 
income statements. The use of charts and graphs is very 
helpfUl in determinlng the trend of the percentages. Since 
measurement is based upon comparison, a measurement of 
each individual item will thus be possible. Dollar amounts 
will not confUse the issue and scientific analysis will be 
possible. 
OTHER MET"".ti 0 DS 
The dollar amount of increase or decrease of 
balance sheet items will be revealed in the Application of 
Funds statement. ·]his statement should be figured for each 
period and the results compared over a period of years. 
CONCLUSION 
111. 
These various analysis methods used in conjunction 
with one another perform an invaluable service for management. 
They give warning of approaching trouble and serve as a 
check on operations, as well as providing bankers with a 
method of gauging the credit risk. 
112. 
U.S. STEEL;>S 1902·1950 
Dollars in millions 
Products Em ploy- Products Wear In terest & Income I nco me Preferred Common Reinvested % Income 
& services ment & services ond o ther costs & other or stock stock in th e of 
sold costs bought exhaust ion on debt taxes loss dividend dividend business sales 
2 423. 1 120.5 160.8 27.8 21.3 2.4 90.3 35.7 20.3 34.3 21.3 
3 398.2 120.8 164.1 29.3 25.6 3.0 55.4 30.4 12.7 12.3 13.9 
4 324.9 101.0 142.3 18.2 30.1 3.1 30.2 25.2 5.0 9.3 
5 409.2 128.1 151.1 28.0 29.8 3.6 68.6 25.2 43.4 16.8 
6 484.0 147.8 168.7 35.6 29.4 4.4 98.1 25.2 10.2 62.7 20.3 
7 504.4 160.8 169.1 35.1 29.4 5.4 104.6 25.2 10.2 69.2 20.7 
8 331.6 120.5 104.9 23.8 31.3 5.4 45.7 25.2 10.2 10.3 13.8 
9 441. 1 151.7 138.4 31.8 31.5 8.7 79.0 25.2 20.3 33.5 17.9 
0 491.8 175.0 157.1 32.5 30.6 9.2 87.4 25.2 25.4 36.8 17.8 
1 431.7 161.6 146.3 27.8 31.1 9.6 55.3 25.2 25.4 4.7 12.8 
2 533.9 189.6 214.3 33.4 32.6 9.8 54.2 25.2 25.4 3.6 10.2 
3 560.8 207.5 191.6 34.0 33.3 13.2 81.2 25.2 25.4 30.6 14.5 
4 412.2 162.7 153.7 26.6 33.2 12.6 23.4 25.2 15.2 17.0" 5.7 
5 523.7 177.3 189.8 34.3 32.8 13.6 75.9 25.2 6.4 44.3 14.5 
6 902.3 263.9 265.3 43.0 32.0 26.6 271.5 25.2 44.5 201.8 30.1 
7 1,284.6 347.9 345.9 83.3 31.0 252.3 224.2 25.2 91.5 107.5 17.5 
8 1,344.6 453.0 339.2 98.8 30.7 297.6 125 .. '3 25.2 71.2 28 .9 9.3 
9 1,122.6 479.7 364.5 89.9 30.1 81.6 76.8 25.2 25.4 26.2 6 .8 
0 1,290.6 581.8 413.6 80.0 29.3 76.2 109.7 25.2 25.4 59.1 8 .5 
1 726.0 333.2 249.9 40.1 28.5 37.7 36.6 25.2 25.4 14.0" 5.0 
2 809.0 323.4 334.7 47.1 28.4 35.8 39.6 25.2 25.4 11.0" 4.9 
3 1,096.5 470.4 377.4 56.9 28.0 55.1 108.7 25.2 29.2 54.3 9.9 
4 921.4 443.6 266.9 53.2 27.3 45.3 . 85.1 25.2 35.6 24.3 9.2 
5 1,022.0 458.2 333.6 61.6 27.1 50.9 90.6 25.2 35.6 29.8 8.9 
6 1,082.3 469.3 346.7 70.4 26.8 52.4 116.7 25.2 35.6 55.9 10.8 
7 960.5 412.7 323.1 64.4 26.1 46.3 87.9 25 .2 49.8 12.9 9.2 
8 1,005.3 402.9 338.4 73.2 25.7 51.0 114.1 25.2 49.8 39.1 11.4 
9 1,097.4 410.2 350.0 69.8 14.9 55.0 197.5 25.2 63.8 108.5 18.0 
0 828.4 371.7 234.8 63.8 5.6 48.1 104.4 25.2 60.4 18.8 12.6 
1 548.7 258.4 187.2 50.4 5.5 34.2 13.0 25.2 37.0 49.2" 2.4 
2 287.7 138.5 141.8 41.6 5.3 31.7 71.2° 20.7 91.9" 24.7" 
3 375.0 167.9 161.4 45.3 5.2 31.7 36.5" 7.2 43.7° 9.7" 
4 420.9 214.8 140.5 46.4 5.1 35.8 21.7" 7.2 28.9" 5.1" 
5 539.4 253.9 191.2 49.8 5.0 38.4 l.l 7.2 6.1" .2 
6 790.5 339.0 287.5 59.0 4.9 49.6 50.5 50.4 .1 6.4 
7 1,028.4 447.1 342.6 64.1 5.1 74.6 94.9 58.5 8.7 27.7 9.2 
8 611.1 294.4 228.3 50.3 8.3 37.5 7.7° 25.2 32.9" 1.3" 
9 846.0 386.5 293.5 63.4 9.3 52.2 41.1 25.2 15.9 4.9 
0 1,079.1 464.3 358.3 72.6 13.6 68.1 102.2 25.2 34.8 42 .2 9 .5 
1 1,622.3 628.3 604.6 98.6 6.0 168.6 116.2 25.2 34.8 56.2 7.2 
2 1,863.0 782.7 673.4 128.2 6.2 201.3 71.2 25.2 34.8 11.2 3.8 
3 1,972.3 912.9 730.6 134.0 6.3 125.9 62.6 25.2 34.8 2.6 3.2 
4 2,082.2 957 .2 814.4 139.0 5.0 105.8 60.8 25.2 34.8 .8 2.9 
5 1,747.3 825.5 670.1 123.4 3.5 66.8 58.0 25.2 34.8 2.0° 3.3 
6 1,496.1 704.5 560.4 68 .7 4 .8 69 .1 88.6 25.2 34.8 28.6 5.9 
7 2,122.8 903.6 839.4 114.0 2.5 136.2 127.1 25.2 45.7 56.2 6.0 
8 2,481.5 1,035.7 1,008 .9 146.0 2.4 158.9 129.6 25.2 52.2 52.2 5 .2 
,9 2,301.7 945.9 885.7 119.7 2.3 182.2 165.9 25.2 56.1 84.6 7.2 
:o 2,956.4 1,179.4 1,118.8 143 .9 2.2 296.6 215.5 25.2 92.7 97.6 7.3 
data are in some respects necessarily approximate, and are based 
the vearly eamings reported an~ually to stockholders without 
tstment for surplus charges and credits except that the years 
2 and 1943 reflect renegotiation settlements made in the 
succeeding years. For example, taxes are as accrued before adjust-
ments . Employment costs include pensions and social security taxes 
and, beginning with 1949, also include payrnents for insurance and 
other en1ploye benefits. d denotes deficit. 
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SUMMARY OF 1950 
Additions to working capital 
Income 
Add-Non-cash costs in cmrent year 
Wear and exhaustion of facilities . 
Proceeds from sales and salvage of plant and equipment 
Miscellaneous additions . 
Total additions . 
Deductions from working capital 
Expended for plant and equipment 
Set aside for property additions and replacements 
Added to costs applicable to futme periods 
Reduction in total long-term debt . 
Dividends declared on prefened and common stocks . 
Total deductions 
Reduction in working capital 
Working capital per consolidated statement 
of financial 'position 
30 
December 31, 1950 


















J. S. STEEL'S (}~S~ 1902-1950 
Net tons in thousands 
Year Total Total Total Total Tota l Ing o ts & castings Stee l Employment statistics 
of ores fluxes cool cok.e iron Tota l i'o Capacity products No. of Weekly Hourly Weekly 
oper. r.1 incd produced mined produced produced producti on operated shipped employes hours eo rntng s earnings 
1902 17,991 1,471 13,813 9,522 8,933 10,920 97.2 8,913 168,127 68.4 $.201 $13.75 
1903 17,207 1,421 12,660 8,658 8,153 10,275 81.8 8,129 167,709 66.6 .207 13.79 
1904 ll,763 1,560 13,718 8,652 8,254 9,422 72.8 7,325 147,343 67.4 .192 12.94 
1905 20,705 2,203 17,228 12,243 11,393 13,447 93.2 10,142 180,1158 68 .9 .198 13.64 
1906 23,123 2,495 18,533 13,295 12,619 15,153 100.6 11,254 202,457 68.6 .204 14.00 
1907 26,858 3,585 24,279 . 13,545 12,794 14.944 88.6 11,511 210,180 68.5 .214 14.67 
1908 18,662 2,448 15,799 8,170 7,767 3;779 50.3 6,820 165,211 65.1 .214 13.92 
1909 26,243 3,916 23,790 13,590 13,013 14,958 77.8 10,612 195,500 68.8 .216 14.85 
1910 28.275 5,606 26,365 13,650 13,2.51 15,881 79.5 11 ,777 218,435 68.4 .224 15.33 
1911 22,326 5,416 24,326 12,120 12,034 14,284 70.5 10,340 196,888 67.2 .234 15.73 
1912 29,600 6,859 30,639 16,719 15,889 18,929 89.8 13,771 221,025 69.0 .238 16.41 
1913 32,187 7,099 30,787 16,663 15,770 18,655 90.1 13,387 228,906 68.9 .252 17.35 
1914 19,079 5,238 21 ,162 11,174 11,259 13,246 62.3 9,935 179,353 67.6 .257 17.38 
1915 26,510 6,491 26,628 14,501 15,278 18,342 85.2 12,826 191,126 68.3 .260 17.76 
1916 37,358 7,866 32,768 18,902 19,721 23,420 100.6 17,105 252,668 68.8 .290 19.94 
1917 35,.596 7,274 31,497 17,462 17,531 22,719 91.9 16,919 268,058 69.2 .359 24.85 
1918 31,733 5,758 31,748 17,758 17,854 21,934 88.2 15,570 ,.268,710 66.1 .489 32.33 
1919 28,474 6,536 28,893 15,464 15,274 19,264 77.0 13,470 252,106 59.1 .617 36.48 
1920 30,264 6,699 30.828 16,208 16,277 21,591 86.2 15,534 268.004 59.4 .699 41.55 
1921 18,646 5,160 21,628 9,825 9,720 12,282 48.3 8,758 191,700 61.0 .546 33.30 
1922 24,392 6,309 23,293 13,237 13,470 18,012 70.9 13,127 214,931 64.5 .446 28.78 
1923 34,737 7,365 35,290 18,838 18,737 22,770 89.1 15,870 260,786 59.3 .583 34.54 
1924 27,747 5,638 27,738 14,408 14,206 18,456 72.2 12,705 246,753 52.8 .650 34.29 
1925 31,357 5,936 31,476 16,301 16,575 21,167 81.7 14,753 249,833 53.7 .653 35.04 
1926 32,778 6,175 34,295 17,336 17,590 22,743 89.1 15,771 253,199 53.7 .660 35.42 
1927 28,725 5,215 27,430 14,507 15,438 20,705 79.8 14,310 231,549 53.6 .666 35.68 
1928 29,834 16,352 28,691 15,993 17,066 22,518 84.6 15,400 221,702 52.2 .684 35.70 
1929 34,214 16,535 31,827 17,355 18,463 24,493 90.4 16,813 254,495 46.2 .685 31.67 
1930 27.211 16,365 25,388 13,113 14,289 18,762 67.2 12,798 252,902 43.2 .686 29.66 
1931 15,233 8,595 15,575 7,041 7,864 11,292 37.5 8,399 215,750 34.4 .690 23.74 
1932 4,050 3,587 7,047 2,966 3,498 5,521 17.7 4,324 164,348 25.4 .614 15.58 
1933 9,347 6,060 10,227 4,880 5,629 9,013 29.4 6,354 172,577 30.4 .596 18.14 
1934 11,283 6,769 11,724 5,382 6,174 9,700 31.7 6,501 189,881 30.2 .705 21.26 
1935 12,810 7,842 15,095 7,328 8,307 12,467 40.7 8,086 194,820 33.9 .731 24.77 
1936 21,306 12,031 23,581 12,034 13,501 18,937 63.4 11,905 222,372 39.6 .737 29.16 
1937 34,080 14,696 24,504 14,190 16,171 20,756 71.9 14,098 261 ,293 37.6 .864 32.51 
1938 12,303 7,818 13,842 7,006 7,632 10,525 36.4 7,316 202,108 29.7 .902 26.80 
1939 24,225 12,852 21,624 12,092 13,656 17,626 61.0 11,707 223,844 35.2 .897 31.59 
1940 34.047 15,730 29.528 16,144 18,367 22,934 82.5 15,014 254,393 36.7 .898 32.97 
1941 43,318 19,176 29,076 18,563 22,321 28,963 96.8 ~0,417 304,248 38.1 .994 37.91 
1942 52,012 20,864 32,317 19,275 23,496 30,030 98.1 20,615 335,866 38.8 1.086 42.17 
1943 51 ,649 19,478 29,046 19,028 23,660 30,540 97.8 20,148 340,498 42.2 1.159 48.94 
1944 49,842 19,208 30,709 20,503 23,445 30,815 94.7 21,052 314,888 44.2 1.257 55.53 
1945 47,655 19,030 27,622 18,341 19,648 26,479 82.0 18,410 279,274 42.0 1.287 54.03 
1946 37,972 20,874 24,463 15,242 15,853 21 ,287 72.9 15,182 266,835 35.0 1.426 49.91 
1947 47,4-'34 24,827 29,639 20,806 21,511 28,570 96.7 20.242 286,316 38 .. 5 1.550 59.64 
1948 48,926 26,870 26,795 21 ,237 22,228 29,292 93.8 20;555 296,785 38.2 1.680 64.21 
1949 41 ,543 23,746 19,181 17,688 19,546 25,807 82.5 18,212 291,163 34.3 1.775 60.94 
1950 46,334 26,985 22,280 20,078 23,574 31,457 98.2 22,635 288,265 37.8 1.828 69.10 
Production data , which are grouped in broad produc t cla ssific ations . number of e mployes receiving pay. Prior to 1929, the full time 
include all production of the materials by the operating subsidiaries equivalent rather than the actual num her of employes is shown and, 
and exclude n11 mate rials purchased. The average weekly hours and for those early years , the average weekly hours, hourly and weekly 
average weekly earnings shown are hnsed on the average monthly earn ings h ave heen partially e~timated . 
28 
portant factor underlying the rising prices of 
the past and can be a dominant factor in price 
changes in the days to come. 
The magnitude of the cost increase over 
recent years for U.S. Steel cannot be justified 
in terms of increased output per man-hour. It 
is difficult to measure with accuracy the in-
crease in output attributable to the increased 
effort, dependability or skill of employes. 
There are too few processes or kinds of equip-
ment which remain unchanged ove1' a signifi-
cant period to permit changes in output to be 
attributed exclusively to the people conduct-
ing the processes or operating the equipment. 
Products, too, are continuously changing; and 
it is difficult to compare the output of yester-
day's product with the output of today's prod-
uct to yield a measure of increase in produc-
tivity. No one doubts tha:t there have been 
increases in output per man-hour, but by no 
stretch of the imagination can it be concluded 
that the productivity of labor and equipment 
together in the steel indush·y has tripled since 
1936. Yet U.S . Steel's cost of a steelworker's 
hour has tripled in that period. 
In World War II the policies of the Gov-
ernment were in the direction of a stabiliza-
tion of prices, without a corresponding restric-
tion on wages. The natural consequence of 
such a situation, combined with higher taxes, 
was a "squeeze" of corporate profits. It is to be 
hoped that a more constructive and equitable 
governmental program will be followed in the 
present emergency. 
A like program could prove dangerous be-
cause the nation's power in peace or war rests 
upon full complements of tools of production 
and skilled operators, competitively compelled 
to be efficient and progressive. But people do 
not spend their savings for tools of production 
except as they believe they will not be arbi-
h·al'ily and fOl'cefully prevented from earning 












acceptable answer to contend that the Gov-
ernment will provide most of the money 
needed for new tools of production. That 
merely takes additional amounts in taxes to 
be spent for purposes the taxpayers would not 
voluntarily undertake; it is only another way of 
gradually substituting inefficient and monop-
olistic government production and employ-
ment for efficien~ competitive production and 
employment. It is, in short, the adoption of a 
principal feature of the very communism 






Five Year Financial Snutntary 
· Net Sales . . . . 
Profit before taxes . 
Federal Income and Excess 
Profit Taxes . . 
Net profit after taxes 
Net profit per share of com-
mon stock . . . . 
Dividends on common stock 
Dixidends per share of com-
I . 
m,on stock . . . . . . 
Book value per share of com-
mon stock 
Federal taxes per share of 
common stock 
Federal taxes per employee 
Total Wages & Salaries 
Average number of Employees 
Average weekly eamings 
hourly 
Insurance, Compensation & 
Payroll Taxes (Company Share) 
Pay for Vacations, Holidays, 
Rest periods, etc. . 
(Included in Total Waga and Salaries) 
Cost of benefits per Empl~·ee 
19 50 1949 1948 1947 19 46 
SALES and PROFITS 
$91,864,457 $54,745,806 $74,875,560 $60,346,702 $57,235,876 
8,068,687 (2,623,957) 3,484,895 2,713,990 5,488,071 
4,100,000 ( 1,410,000) 
3,968,687 (1,213,957) 

























$19,266,682 $15,592,~438 $17,832,180 $16,492,123 $16,931,129 
5,18.5 4,341 5,113 5,323 5,816 
67.40 63.60 62.94 58.16 54.70 
737,000 504,000 490,000 576,000 784,000 
1,443,000 l, 176,000 1,298,000 1,.243,000 1,151,000 
420 387 350 342 3J3 
PLANTS and EQUIPMENT 
Additions to plants & equip-
ment .. . $939,186 $887,764 $4,072,051 $2,445,095 $2,942,463 
Depreciation on plants & 
equipment ] ,070,104 1,031 ,319 878,882 660,173 520,519 
Gross value of plants and 
equipment 24,260,754 23,590,256 22,916,930 19,153,760 17,145,602 
19 5 0 1 9 49 1 9 4 8 19 4 7 1946 
IJ ,f. 

Statements of Profit and l oss 
for the -years ended December 30, 1950 and December 31, 19':t9 
P//C/1/C HILLS 
'l"et Sales, after returns, allowances and cash discounts 
:osT OF Goons SoLD 
(Including plant depreciation: 81,689,046 for 1950 and S1,510,150 for 1949) 
Gross Profit on Sales 
)ELLING, GENERAL AND ADMINISTRATIVE EXPENSES 
Profit from Operations 
hHER INCOME: 
Interest and discount 
Profit on disposal of fixed assets . 
Adjustment of provision for federal and state taxes - prior years 
Miscellaneous 
Total Other Income 
Profit after Other Income 
hHER CHARGES: 
Interest . 
Provision for doubtful accounts 
Total Other Charges . 
Profit before Provision for Income Taxes 
>RoVISION FOR EsTIMATED INCOME TAxEs (NoTE B) : 
Federal income tax 
State income taxes 
Total Provision for Estimated Income Taxes 














































The operations for the -year ended December 31, 1949 have been adjusted to reflect the change to Lifo. They also include 
the earnings of Rhodhiss Cotton Mills Company, a wholl-y-owned subsidiary, liquidated in 1950. 
Loss. 




Cash in banks and on hand 
United States Government securities - cost 
(Including accrued interest) 
Accounts and notes receivable 
(Including 816,943,871 from customers and 8399,7-H from others; 
less reserve of S707,185 for doubtful accounts and discounts) 
Merchandise inventories (Note A) 
Supplies 
Total Current Assets 
PnEMIUM DEPOSITS WITH MuTUAL INSUHANCE CoMPANIES 
PROPERTY, PLANT AND EQU IPMENT 
(Cost as nearly as can be determined 852,34.1,282 less reserve of 
822,766,561 for depreciation) 
PREPAID ExPENSEs AND DEFEHHED CH,\ RGES 
OTHER AssETS 
Total Assets 

































1ber 31, 1949 
, 
, 
LIABILITIES AND CAPITAL 
CuRRENT LIABILITIES: 
Notes and Acceptances Payable (Note A) 
Accounts payable 
Accrued liabilities - wages, salaries, etc. 
Employees' deposits for income and social security taxes 
and the purchase of savings bonds 
Provision for taxes: (Note B) 
Federal income taxes 
Less - United States Treasury Savings Notes 
Other federal and state taxes 
Total Current Liabilities 
RESERVE FOR SELF INSURANCE - wORKMEN's COMPENSATION 
REsERVE FOR TAx CoNTINGENCIES (Note B) 
CAPITAL STOCK 
(Authorized 1,000,000 shares and issued 966,805 shares, no par 
value, $24,170,125 less 7,753 shares in treasury $193,825) 
CAPITAL SURPLUS 
EARNED SuRPLus 






































Statement of Surplus 
December 30, 1950 
PIICIF/C MILLS 
CAPITAL SURPLUS 
BALANCE, DECEMBER 31, 1949 . 
(Arising from reduction in par value of capital stock in 1934 and transfers of reserves in 1939 
and 1941; and excess of market values above stated value of shares issued as stock dividends) 
Add: 
Excess of market value above stated value of 43,565 shares issued as a stock 
$ 9,118,676 
dividend on November 15, 1950 566,344 
BALANCE, DECEMBER 30, 1950 . $ 9,685,020 
EARNED SURPLUS 
BALANCE, DECEMBER 31, 1949 
Add: 
Net adjustment resulting from restoration of markdowns on 
inventories now on Lifo, less related federal and state tax 
adjustment 
BALANCE, DECEMBER 31, 1949 ADJUSTED 
Add: 




In Cash (including $83,955 paid in lieu of fractional shares 






In Capital Stock - 43,565 shares (at $38 per share) 
BALA~CE, DECEMBER 30, 1950 . 
1,655,470 4,028,14·3 
$31,839,573 




During the period 1947- 1951 the company changed 
from a relatively high cost producer to one of the 
most efficient in the textile industry. The following 
charts highlight some of the significant factors in-
volved in achieving this result. 
xtron Sys Lern was expanded, largely through 
:ion of existing companies, from prewar sales 
)0,000 to $125,000,000 in 194·7. Many of the 
ies purchased were high cost marginal pro-
Five years ago a program was instituted to 
te non-competitive plants and replace them 
odern units. As a result, sales for the past 
ll months have again begun to expand rapidly 
ith the exception of Nashua, the company's 
:tl operations will by the end of this year be 
~fficient. 
~--------------"l20,000 
NUMBER OF EMPLOYEES 
Millions 
of Dollars 
CONSOLIDATED NET SALES 
It is particularly significant that the number of em-
ployees continues to decline. Disposal of inefficient 
plants, better utilization of floor space. higher pro-
ductivity of workers and elimination of unnecessary 
overhead have been primarily responsible for this 
result. 
Mill ions 











The burden of the apparel operations, now aban-
doned, is shovm by a comparison of actual results 
with pro forma figures eliminating the apparel opera-
tions. The estimat e for 1951 is based upon maximum 






From 1947 through 1951 Textron System (ex' 
Puerto Rico) capital expendi t ures will 
$-32,700,000. The effect of t his program hega 
reflected significantly in the company's earnin 
ing the last half of 1950 but will not be l'u 
until1952. 
ti 
Mill ions of 
Dollars 

























.\. / \l949 ~\ -1_\l~~J~ 
CONSOLIDATED PROFITS AND LOSSES 
The elimination of unnecessary and non-proc.l 
overhead expenses was one of the program', 
difficult problems. Total selling, adver tisin 
administrative expenses this year wil l be lmv i1 
par ison with t he industry. 
118. 
TEXTRON 
INCORPORATED and SUBSIDIARY COMPANIES 
Current assets: 
Cash in banks and on hand .... 
Accounts receivable- trade- less reserve for doubtful accounts, 
discounts and allowances: 1950-8549,942; 1949- $605,025 
Notes receivable (Note F) ... . .... . 
Inventories (Note B) . .. ... .. .. . .. . .. ........ . ..... . 
Estimated refund of Federal income taxes under provisions of 
the Internal Revenue Code. . . ......... . 
Other current assets ... . . . . 
T ota/ current assets .... 
Notes receivable due after one year . ... .. . .. . . . . .. .. . . 
Investment in Te:x.'tron Puerto Rico (Note C) 
Property, plant and equipment, at cost-less reserve for deprecia-
tion.: 1950-$6,388,820; 1949-$6,090,037 (Note D ) .... 
Advances on construction contracts (Note D) . . .. . . . . .. .. .. . . 
Other assets: 
Cash surrender value of life insurance . .. 
Deposits with mutual insurance companies .. 
Sundry other assets ..... . . . . .. . . ... . 
Prepaid expenses and deferred charges ..... . 
T ota/ assets ..... 
Decemb er De cember 
30, 19 50 31, 194 9 
















The Notes to Financial Statements are an integral part o 
Greater worker productivity as indicated by the re-
cent increase in annual sales per employee has 
resulted from the elimination of high-cost plants and 
Lhe modernization and expansion of facilities. Simul-
taneously, reduction of selling, advert ising and 
administrative costs, togflther with increased sales 
volume have produced a drastic cut in overhead 
expense percentage . 












1951 SALES PLAN 
BY TYPES OF PRODUCTS 
For many years there has been a wide difference in 
I he effective use of textile machinery in New E ngland 
and in the South. Our southern mills have operated 
at a higher percentage of capacity than the average 
for the area. R ecently it has been possible to operate 
our northern mills three shif ts six days a week and to 
approach more closely our own performance in t.he 
South . 
Thousands of 




SALES PER EMPLOYEE I 
nr-----+-----~-----+~~-
1or---~~--~~---+----
9 8.3% 8.5% $9,1 40 8 r.7~.7~%~o--~~~--~~~----+-~~:_ 
7 ~ 6 ~$~7,~6A61~-t------4-~~-4------
5r---~$~6,T6o=7--~$~6~,5~27~--~~~~ 1 5.5% 
4~--~--~~~~--= 3 ~-- + --___lOVERHfAD 
2 EXPENSE A S A r----
PERCENT OF SALES 3.0 ; 
SALES PER EMPLOYEE 
AND OVERHEAD EXPENSE PERCENT AGE 
Sales goals (in dollars) for 1951 indicate l 
company's products will be distributed accOJ 
this chart. 
HOURS 








Mi lLS ....... 
/ 
IN DUSTRY AV ER AGE 
NEW ENGlAND STATES 
0~ ~ - ~ - ~ - ~ - ~ -fEro. APR. JUNE AUG. OCT. FEB. APR . JUNE AUG. 
1949 1950 
COTION SPINNING ACTIVITY 
LIABILITIES 
:urrent liabilities: 
Notes payable (Note E ) . .. . .. . . . . .... . . . . .. .. . . . . .. . . . . . 
Accounts payable . . . . . . . . . . .... .... .. ..... . . .. ... . .. . 
Accrued liabilities- salaries, wages, taxes and other expenses . . 
Provision for Federal income taxes .. . .. . . . ... . . . . ... . . . . . 
Dividends payable . . . . . . . . . . . .... . . . . . .... .. .. .. .. . .. . 
Employees' deposits for income and social security taxes, etc .. 
Current maturities of t en-year 4Yz% debentures (Note E) .. 
Sundry other current liabilities . . . . . . . . . . . . . . . . . . . .. . . 
Total current liabilities . .. ... .. . . . . . . . . .. .. . . . .. . 
~otes payable (Note E ) .. .. .. . . 
' en-year 4Yz% debentures, due April 1, 1958- less current 
maturities (Note E ) . . . . . . . . . . . . . . .. . . .. . . . .. .. . ... .. . 
)ther liabilities . . . . 
Total liabilities . .. 
leserve for contingencies (Note F ) 
llinority interests: 
Minority interests in common stock and surplus of subsidiaries 
Preferred stocks of subsidiaries at redemption value . .. .. . . . . 
:apital stock (Note G) : 
$1.25 cumulative convertible preferred, no par value, author-
ized 500,000 shares. Issued and outstanding 355,400 shares 
Common, par value $.50, authorized 2,000,000 shares. Issued 
and outstanding 1,132,631 shares . . .... . . ..... . . .. . . . .. . 
urplus (per statement of surplus) : 
Paid-in surplus . . . . . .. . .. . . . . ... . .. . . . . . . .... ... . ... ... . 
Capital surplus ... . . , . . . . . .. . ... . .. ...... . . ... . . . . . . . .. . 
Earned surplus. . . . . . . . . . . . . ... . . . . . . . .. . . . .. .. . . . . . . 
Total liabilities and capital . ... . . . . . . .. . . . . . . . . . . 
; and should be read in conjunction therewith. 
De cember 



















































Net sales ... . . . . . ................. . ... . 
Cost of sales* (after deducting gains incident to adjustments of 
Lifo inventory base: 1950- $697,048; 1949- $1,319,240) .. . 
Gross profit on sales . .... . .... . . . . . ... . .... . . . . . 
Selling, advertising and administrative expenses . ............ . 
Profit or (loss) from operations . . . ... . . . .. . . . . . . 
Other income : 
Gain on cotton contracts sold .......... . ....... ...... .. . . 
Profit on disposal of certain assets acquired through issuance of 
preferred stock . .. .... .... ... ...... . . . ... . .......... . . 
Sundry other income .... . ... .... .. ... .. ..... . ..... . . .. . . 
Other charges : 
Loss or (gain) on disposal of fixed assets ..... . . . ..... ... .. . 
Expenses incident to decentralization program and to the 
abandonment of a leasehold and leasehold improvements . . . 
Interest expense including customers' anticipation ...... .. .. . 
Sundry other charges . . . . . . ......... .... . . . ... . . . ..... . 
Profit or (loss) before provision for Federal and 
State taxes on income . . . . .. . ...... . 
Federal and State taxes on income: 
Provision for Federal and State taxes on in9ome ... . . . .. ... . 
Estimated refund under carry-back provisions of Internal 
Revenue Code . . . . . . . . . . . . . . . . . ... ... . .. . 
Net profit or (loss) after provision for Federal and 
State taxes . ..... . . . .... .. . . . ... ....... . .. .. . 
Portion of earnings applicable to minority interests in subsidiaries 
Net profit or (loss) .... . . ........ . ....... ..... . . 
* Including depreciation : l950-Sl ,l 51,068; 1949-$982,421 
TEXTRON 
INCORPORATE 
Year Ending Year Ending 




$10,885,825 $ 4,419,503 
4,820,896 5,807,828 




$ 1,028,689 $ 482,025 
$ 7,093,618 ($ 906,300) 




$ 964,837 s 1,809,596 
$ 6,128,781 ($ 2, 715,896) 
2,940,000 25,000 
1,100,000) 
s 3,188,781 (S 1,640,896) 
47,123 53,026 
$ 3,141,658 ($ 1,693,922) 
The Notes to Financial Statements are an integral part of this statement 
and should be read in conjunction therewith . 
>IARY COMPANIES 
3a/ance at beginning and end of year . ......... . ... .. . . . . 
P AL URP U 
3a/ance at beginning of year . . ........ . .. ... ...... . . .. .. . 
\.dditions: 
Expiration of stock purchase options not exercised ($59,500) 
and sundry additions . ..... . . . ............ . .. . . ....... . 
3a/ance at end of year . .. .. ... .. . .. . . .... . . . . . . . ........ . 
AR 0 U PLUS 
la/ance at beginning of year . .. . . . . . . . . .. .. . . 
1.ddition-Net profit from profit and loss statement ... . . . . 
)eductions: 
Dividends declared: 
$1.25 cumulative convertible preferred stock-$1.25 per share 
Common stock-$1.00 per share .... . .... ... .. . . . . ..... . 
:a/once at end of year . . ... . . . . .. .. . . ...... . ... .... .. .. . . 
$ 444,266 
1,132,631 
The Notes to Financial Statements are an integral part of this statement 


















NOTE A General 
The accompanying consolidated financial statements 
include the accounts of Textron Incorporated and all 
subsidiaries, with the exception of Textron Puerto Rico 
which is commented upon in Note C. All of the out-
standing common stock of Textron Puerto Rico is 
owned by a subsidiary of the Company . 
NOTE B Inventories 
The material content of the merchandise inventories, 
with certain minor exceptions, was valued at cost on the 
last-in, first-out basis (88,123,000). The replacement 
market value of these inventories was approximately 
84,332,000 and $1,883,000 in excess of their stated 
values at December 30, 1950 and December 31, 1949 
respectively. The remaining portion of the merchandise 
inventories ($7,472,000) was valued at standard cost on 
the first-in, first-out basis, except that prices were re-
duced to estimated net selling market where it was 
below standard cost. 
Supply inventories were valued not in excess of cost. 
At the close of the year the Company was committed 
for the purchase of materials to cost approximately 
$23,000,000 which was not in excess of their then esti-
mated market value. 
NOTE C Textron Puerto Rico 
The investment in Textron Puerto Rico consisting of 
500,000 common shares having a par value of S1 each, is 
carried at cost (S1,000,000). The net book value of t his 
investment is $787,027, composed as follows: 
AssETS: 
Current assets . 
Escrow funds ... . 
Property, pl a nt and 
equipment .. 
Other assets . 
Total assets . . 
LIABILITIES: 
Current liabilities ..... . 
Mortgage notes payable 
Total liabilities 
NET ASSETS ... . . 
Less-Preferred stock 
Net assets applicable to 












The mortgage notes were given in connection with 
the purchase from Puerto Rico Industrial Development 
Company of the print cloth mill in Ponce, Puerto Rico 
and are secured by a mortgage on such plant and equip-
ment. This mortgage is limited, however, to the Ponce 
property and is not an encumbrance upon other 
properties of Textron Puerto Rico. Furthermore it in 
no wise constitutes an encumbrance on any of the ~ssets 
of T extron Incorporated or its other subsidiaries. 
Operations for the year resulted in a 1 
$168,048 including amortization of pre-
expenses of $151,894. 
Textron Puerto Rico is party to a contra 
Development Company, under which then. 
Company agreed to build and equip a tri 
Humacao, Puerto Rico. As of December 3 
plant was partially completed, and the D< 
Company had spent or committed itself in 
therewith in the total amount of $862,27 
amount Textron Puerto Rico had made 
ments to the Development Company, thro1 
lease of escrow funds, in the amount of 8: 
machinery, the title to which has been tra 
Textron Puerto Rico. It is expected t hai 
will be completed in 1951, at which time 
delivered to Textron Puerto Rico at the n. 
Company's cost, which, it is presently esti 
be approximately $1,250,000. Upon acquis 
plant Textron Puerto Rico will pay the cost 
application of escrow funds and the issuance 
for the balance, secured by a first mortgage c 
and equipment. 
There are outstanding in t he hands of 
20,279 shares of preferred stock of Textron P 
par value $25 a share. These shares are 
cumulative dividends at the annual rate o 
share and no dividends may be paid on t1 
stock unless all preferred dividends have b 
set aside for payment and the net worl< 
remaining after the payment of any divid 
common stock and appropriation for redemr 
ferred stock, is equal to at least $1,000,000 
The preferred stock may be redeemed b 
the year 1952 at $32.50 per share, and in ea< 
calendar year at an increase of $2.50 per : 
1959, and thereafter at $50 per share, plus i 
accrued dividends to the date of redemptioJ 
NOTE D Property, Plant and Equipme 
During the year subsidiaries of the Compan· 
machinery and equipment at a cost of 82,97. 
conditional sales contracts. The indebted 
end of the year relating to these purchases 
acquis!tions in 1949 amounted to S3,273,f 
cated m Note E. 
During the latter part of the year a subsi 
Company began operation of the rayon wea 
Williamston, South Carolina which was und 
t ion at the beginning of the year. This m 
with certain. additions now in progress, is e 
cost approXImately 84,400 ,000. The sub 
contracted to purchase and take t itle to t 
upon completion, has paid $630,438 on a< 
has arranged for a bank loan to the extent o 
secured by a purchase money mortgage. 
In addition, the program for plant mod en 
expansion contemplates the expenditure 
mately $8,000,000. Reference is made to t ht 
report for comments relative to new plant c 
121. 
Notes to Financial Statements 
as at December 30, 1950 
PIICIFIC MILLS 
\1" OTE A : The company has adopted, be-
ginning with the year 1950, the last in, first out, 
(LIFO) method of valuing the material content 
)f its merchandise inventories of cotton and 
\Vorsted products. Other merchandise inven-
~ories were valued at the lowest of cost, re-
)lacement market or estimated selling market, 
liter allowance for selling expenses, on the basis 
)f fust in, fust out (FIFO) . In valuing the 
atter inventories consideration was given to 
)bsolete, slow moving and other irregular mer-
~handise. Supply inventories were valued not 
n excess of cost. 
Had the cotton and worsted inventories which 
tre stated on the "Lifo" basis ($22,764,035) 
)een stated as heretofore on the "Fifo" basis 
.heir stated value at December 30, 1950 would 
mve been increased by approximately 
)6,034,000 with a consequent increase of ap-
>roximately $2,965,000 in the federal and state 
ncome taxes for the year. 
Acceptances payable amounting to $1,840,901 
vere secured by the pledge of wool inventories 
he cost of which was approximately the same 
LS the acceptances and the replacement market 
ralue of which was in excess thereof. 
~ OTE B: The accompanying statements are 
ubject to final determination of federal income 
md excess profits taxes for the years 1942 to 
950, inclusive. In its federal income and ex-
:ess profits tax return for the year 1944, the 
company deducted as an expense the amount 
of $2,065,842 paid in settlement of a claim of 
the Office of Price Administration. The de-
ductibility of payments of this character has 
not been finally determined by the courts. The 
company intends to charge additional tax 
liability with respect to this item, if any such 
additional tax liability should be finally de-
termined, to the reserve for tax contingencies. 
NOTE C: The company established, as of April 
1, 1946 (and amended as of April 1, 1948) a 
retirement annuity plan for the benefit of its 
salaried employees. The plan is administered 
by an insurance company under a group annuity 
contract. The adjusted liability, related to 
services rendered prior to April 1, 1948, is pay-
able in ten annual installments beginning with 
that date. At December 30, 1950, the company's 
estimated remaining liability for services ren-
dered prior to the establishment of the plan 
was approximately $1,475,000. The company 
has the right to terminate the plan at its 
discretion. 
NoTE D: As at December 30, 1950, the com-
pany had contracted for the purchase of ma-
terials in the amount of $17,700,000 and ma-
chinery and construction to cost approximately 
$1,900,000. The cost of the materials was not 
in excess of their then market value. The com-
pany was contingently liable for unused letters 
of credit amounting to approximately $983,000. 
17 
10 year summ< 
Net Sales . 
Profit before Income Taxes 
and Contingencies 
Federal and State Income Taxes 
Taxes per Share (959,052 shares)* 
Provision for Contingencies . 
Balance of Net Profit 
Carried to Surplus 
Balance of Net Profit 
per Share (959,052 shares)* 
Cash Dividends per Share 





Earned Surplus (Deficit) 
Reserve for Contingencies 
































$29 ,84·9 ,488 $32,398,ll6 





**Including the consolidated results of the company and its subsidiary, Rhodhiss Cotton Mills 
tAnd a dividend of 5% in stock. 





1946** 1947** 1948** 1949** 1950 
,405 $78,303,654 $90,646,658 $112,758,525 $98,807' 94·8 $128,597,002 
,070 19,154,241 19,126,380 21,939,049 6,886,721 10,928,555 
,000 7,651,350 7,751,000 8,514,000 2,773,000 4,801,500 
7.71 7.98 8.08 8.88 2.89 5.01 
,000 2,000,000 3,000,000 3,000,000 - -
,070 9,502,891 8,375,380 10,425,049 4,113,721 6,127,055 
2.01 9.91 8.73 10.87 4.29 6.39 
1.25 2.37Yzt 3.00t 3.50t 3.50 2.50t 
-
- - - - 6,500,000 
,984 27,319,971 31,412,511 34,956,306 33,989,493 37,019,310 
,150 19,806,150 21,836,325 22,887,175 22,887,175 23,976,300 
,381 7,635,381 8,572,234 9,118,676 9,118,676 9,685,020 
,614 8,828,327 13,127,595 18,793,965 29,740,661 31,839,573 
,770 7,147,322 9,037,179 12,037,179 2,000,000 2,000,000 
,915 $43,417,180 $52,573,333 $ 62,836,995 $63,746,512 $ 67,500,893 
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STEWART, WATTS & BOLLONG 
ACCOUNTANTS & AUDITORS 
50 STATE STREET 
BOSTON 9 
To the Stockholders of Pacific Mills: 
30 !SROAO STREI!:T 
NEW YO R K 4 
we have examined the Balance Sheet of Pacific Mills as at 
December 30, 1950, and the related statements of profit and 
loss and surplus for the year then ended. Our examination 
was made in accordance with generally accepted auditing standards 
and accordingly included such tests of the accounting record·s 
and such other auditing procedures as we considered necessary 
in the circumstances. 
We were present at the several plants of the . Company when 
the inventories were being checked physically and observed the 
work of the Company's employees in that connection. We reviewed 
the methods used in taking and compiling the inventories and 
made physical tests sufficient to satisfy ourselves as to the 
substantial accuracy of the inventory quantities. Goods at 
outside finishing plants and other locations were confirmed by 
direct correspondence. We made extensive tests of the pricing 
of the merchandise · inventories and satisfied ourselves as to the 
substantial accuracy thereof. 
In our opinion, the accompanying balance sheet and the 
related statements of profit and loss and surplus, together w.ith 
notes to the financial statements, present fairly the financial 
position of Pacific Mills at December 30, 1950, and the results 
of operations for the year then ended, in conformity with generally 
accepted accounting principles applied on a basis consistent with 
that of the preceding year, except . as to the change in the basis 
of inventory valuation referred to in Note A to the Financial 
Statements. 
Boston, Massachusetts, February 26, 1951 
123. 
eomparative Jinancial Position 
NAUMKEAG STEAM COTTON COMPANY 
December 2, 1950 and December 3, 1949 
CURRENT ASSETS: 
Sta~ed on Basis of Realizable Values: 
Cash 
United States Government Securities 
Receivables 
Inventories (Includes Supplies) (Note A) 
TOTAL CURRENT ASSETS 
Deduct- Current Liabilities: 
Payables 
Federal Income Tax 
Other Federal and State Taxes 
NET CURRENT ASSETS 
Whitney Plant Purchase, Improvement and Mov-
ing Expense Fund - Cash (Note B) . 
Insurance, moving and other Expenses - Cost 
allocated to future operations 
Estimated Refund of Federal Excess Profits Taxes 
under Carry-Back Provisions of Internal 
Revenue Code ( Note D) 
Investment 
Cash Surrender Value of Life Insurance 
Property, Plant and Equipment - Cost not 
Allocated to Operations 
Deferred Rent Income 
NET ASSETS DERIVED FROM: 
Capital Stock . 
Profit employed in business 
Long-term Debt 
TOTALS . 
December 2, 1950 









































REFERENCE IS MADE TO THE ACCOMPANYING NOTES TO FINANCIAL STATEMENTS 
5 
6 
JHCOIIIC OJtd 8xpeHSCS Retained in Business 
1¢ 
Estimated Federal Tax State, Local and Depreciation 
on Income Miscellaneous 2¢ 
2¢ Taxes 
1¢ 
NAUMKEAG STEAM COTTON COMPANY 
COMPARATIVE STATEMENT OF INCOME AND EXPENSES 
For Fiscal Years Ended 
December 2, 1950 and December 3, 1949 
SALES AND REVENUES: 





Wages and Salaries 
Social Security Taxes 
Cotton Used 
Other Products, Supplies and 
Services 
Depreciation 
State, Local and Misc. Taxes 
Estimated Federal Tax on 
Income 
Total . 
INCOME (Note A) 
Dividends on Capital Stock . 
RETAINED IN BUSINESS 
December 2, 19 50 
Per Each 
Amouncs Dollar of Sales 
$15,291,764.16 $ .98 
231,780.97 .02 
$15,523,545.13 $1.00 
$ 5,386,881. 87 $ .35 
166,338.71 .01 
$ 5,553,220.58 $ .36 
5,185,082.11 .33 




$14,928,183 .34 $ .96 
$ 595,361.79 $ .04 
492,110.00 .03 
--
$ 103,251.79 $ .01 
December 3, 1949 
Per Each 




$ 4,917,160.48 $ .40 
85,308.01 .01 
$ 5,002,468.49 $ .41 





$11,791,607.80 $ .96 
$ 497,887 .30 $ .04 
492,110.00 .04 
$ 5,777 .30 
REFERENCE IS MADE TO THE ACCOMPANYING NOTES TO FINANCIAL STATEMENTS 
124. 
eo11densed eomparative Statement of Profit and £oss 
·~ 
~ 
NAUMKEAG STEAM COTTON COMPANY 
December 2, 1950 and December 3, 1949 
December 2, 1950 
Net Sales $15,291,764.16 
Cost of Sales 13,636,381.61 
Gross Profit on Sales $ 1,655,382.55 
Selling, General and Administrative Expenses 951,802.52 
Profit from Operations $ 703,580.03 
Other Income 231,780.97 
Total $ 935,361.00 
Other Charges 79,999 .21 
Profit Before Provision for Federal Taxes $ 855,361.79 
Provision for Federal Taxes on Income 260,000.00 
Net Profit $ 595,361.79 












REFERENCE IS MADE TO THE ACCOMPANYING NOTES TO FINANCIAL STATEMENTS 
7 
NAUMKEAG STEAM COTTON COMPANY 
SALEM, MASSACHUSETTS 
Assets ... the things the company owns 
'~.B vr 
.. _ .. _ 
CURRENT ASSETS: 
Cash in Banks and On Hand . . 
United States Government Securities - at 
Cost (including Accrued Interest) 
Accounts Receivable . 
Including $2,194,680.22 from 
Customers and $54,156.03 from Others, 
less provision for discounts and 
doubtful accounts ($56,811 .16) 
Merchandise Inventories (Note A): 
Raw Materials 
Work in Process 
Finished Goods 
Supplies 
Total Current Assets 
Whitney Plant Purchase, Improvement and 
Moving Expense Fund- Cash (Note B) . 
Insurance Premiums on Deposit with Mutual 
Companies 
Investment- Cost . . 
Cash Surrender Value of Life Insurance . . 
Estimated Refund of Federal Excess Profits 
Taxes under Carry-Back Provisions of 
Internal Revenue Code . 
Property, Plant and Equipment (Note C): 
Land, Buildings, Machinery and Equipment 
(at cost - less provision for 
depreciation ($3,503,131.71) 
Prepaid Expenses and Deferred Charges . 
Including Moving Expense ($176,080.77) 
Total Assets 

















Balance, December 2, 1950 and December 3, 1949 . 
co 


















REFERENCE IS MADE TO THI 
8 
~LANCE SHEET DECEMBER 2, 1950 AND DECEMBER 3, 1949 
'i/ifies ... the things the company owes 
CURRENT LIABILITIES: 
Notes Payable 
Accounts Payable . 
Accrued Liabilities - Wages, Salaries and 
Expenses . 
Employees' Deductions for Income and 
Social Security Taxes and Purchase of 
Savings Bonds . 
Provision for Self-Insurers Workmen's Com-
pensation Claims 
Provision for Taxes (Note D) : 
Federal Taxes on Income . 
Other Federal and State Taxes 
Total Current Liabilities 
Deferred Credit - Rent 
Notes Payable ($165,000.00 Due Annually 
beginning July 1, 1952) (Note B) 
CAPITAL : 
Capital Stock - $20 Par : 
Authorized 250,000 Shares 




Less - Treasury Stock -Cost 
Total Capital 
Total Liabilities and Capital 
lBER 2, 1950 
EARNED SURPLUS 
1ce, December 3, 1949 . . . . . . . 
justment to Inventory December 3, 1949 - Lifo Basis . 
sted Balance- December 3, 1949 . . . . . 
d - Net profit for year ended December 2, 19)0 . . . . . 
Items capitalized by Revenue Agent- previously charged off less 
accrued depreciation ($18,300.00) . . . . . . 
Total 
ss -Dividends Paid . . . . . . . 
Cancellation of Claim for Refund - Carry-back of 
Excess Profits Taxes . 
Additional Taxes- Prior Years 
1ce, December 2, 19)0 . 
TO FINANCIAL STATEMENTS 

















































/Votes to linaHcial Statement 
Note A- Inventories: 
The merchandise inventories were valued at cost with the material content valued on the last-in, 
first-out method, which method was adopted during the current fiscal year. On a cost or market basis 
the value at December 2, 1950 would have been increased by approximately $734,000.00 and the income 
after provision for federal and state taxes on income would have been approximately $406,000 .00 greater. 
Supply inventories were valued at cost. 
Note B- Whitney Plant P'ttrchase, Improvement and Moving Expense 
Fund: 
As of July 1, 1950, the Company borrowed $2 ,300,000.00 to pay the costs and expenses of the 
purchase of certain lands and mill building known as Whitney Mills, Spartanburg County, South 
Carolina and of the repair, renovation and improvement of the properties so purchased; to pay costs and 
expenses of the purchase of machinery and equipment for operations proposed at Whitney Mills, and 
of the moving of such machinery and equipment and of machinery and equipment riow owned by rhe 
Company to, and its installation at Whitney Mills . 
There remains after disbursements and provision for accrued accounts unpaid at December 2, 
1950, a balance amounting to $964,862 .25 available for the purpose stated. 
The note is due $165 ,000.00 annually beginning July 1, 1952. The loan agreement dared 
July 10, 1950 provides for certain conditions of prepayment and earning and working capital require-
ments in connection with the payment of dividends. The working capital under any circumstances, without 
written consent, must be maintained at nor less than $ 3,500,000.00. 
Note C- Property, Plant and Eq,uipment: 
The property, plant and equipment are stated at cost after elimination of fully depreciated items 
against the reserve for depreciation. Depreciation charged to operations for the year ended December 2, 
1950 amounted to $234,430.66. 
Note D - Provision for Taxes: 
The accompanying statements are subject to final determination of federal taxes on income for 
the years 1947 ro 1950 inclusive. 
The attached statement provides for additional taxes payable for the years 1942 ro 1946 inclusive, 
of approximately $40,000.00, and the elimination from the balance sheet of the Estimated Refund of 
Federal Excess Profits Taxes Under Carry-Back Provision of Internal Revenue Code of $132 ,242.11. 
No provision has been made in the attached financia l statements for interest payable on rhe aforementioned 
taxes payable. 
Moving and other expenses applicable to the Whitney Plant aggregating approximately 
$196,000.00 have been deferred on the books of rhe Company, but have been deducted from income in 
computing taxes on income. This procedure reduced the provision for federal and state taxes on income 
by approximately $83,000.00. 
Note E- Pension Plan: 
Effective December 1, 1947, the Company established a pension plan covering salaried and 
clerical employees. 
Note F- Pttrchase Commitments: 
As at December 2, 1950, the Company had contracted for the purchase of raw materials totaling 
approximately $5,080,000.00 which were not in excess of their quoted market value at that date. · 
The Company has also commitments for the purchase of machinery and equipment aggregating 






1. My bank (does, doe s not) publish 
information concerning what we want on financial 
st a tements submitte d to us. 
2. We (do, do not) have a written proc e dure 
concerning how we analyze financi a l statements sub-
mitted to us in connection with loans for business. 
3. I consider the fin ancial statements whe n making loans 
important to us in tho following orde r: (mark 1,2,3, 4) 
Balance Shee t 
Income St a t emen t 
Surplus Sta t ement 
Application of Funds 
4. I eliminate tho followin g items from fin sn cial stateme nt 
when analyzing tho sta t emen t for loa n pur-poses . 
------------------
5. The weight I give th o various it e ms on tho fin ancia l 
s t G. t e men t s i s a s f o 11 ow s : 
6. We (us c , do not us o ) our own comparative 
sta t ement forms. 
7. % of fin ancial sta t ement s submitte d to me are 
certifie d b y CPA's. 
8. Lo a ns to busine s s constitute % of tot a l loans 
------annually . 
9. Financial st a t ements a r e analyzed in % of tho 
case s and a r c given %weight . ------
10. I submit tho followi ng suggestions for the imp rov ement 
of financial sta t e men ts s ubmitte d uo bh~a b ~n~! 
126. 
BOSTON UNIVERSITY 
COLLEGE OF BUSINESS ADMINISTRATION 
GRADUATE DIVIS ION 
Dear 
I sincerely hope that you can find a few minutes 
from your busy schedule to complete the enclosed question-
naire which I am sending out in conne ction with the 
completion of a Master's thesis at Boston Un_'Lversity. 
The thesis title has to do with : 
VVhat Banks a nd Other Credit G:..' antors want on the 
Financial Statements submitte d to them 
And What Accountants can dJ to Make Im;) rovement 
Possible. 
If your bank has pro forma financial statements , 
any information on this s•Jb ject, or use s corrr(;a rative 
stntcment forms, I would appreciate receivi..'1 g a copy 
of anything avail ab l e . 
Thank you for your cooperation. 
Ve ry truly yours , 




QUESTIONNAIRES SENT TO BANKERS 
Banks which returned questionnaires 
1. American National Bank and Trust Company, Chicago, Illinois 
Mr. G. D. Bushnell 
2. Boatman's National Bank, St. Louis, Missouri 
Mr. Arthur Boettcher, Vice-President 
3. National Banlr: of Commerce of Seattle, Washington 
Mr. Andrew Pri.ce 
4. Security-First National Bank of Los Angeles, California 
Mr. Ben L. Herron, Asat Vice-President 
5. Caldwell National Bank, Caldwell, New Jersey 
Mr. Roscoe De Baun 
6. Bank of Marlinton, Merlinton; \vest Virginia 
Mr. J. L. McNeel 
7. Norristown-Penn Trust Company, Norristown, Pennsylvania 
~~. G. Fred Berger 
B. ~akertown Trust Company, Quakertown, Pennsylvania 
1'-lr • C • H • Ort t 
9. Louisville Trust Company, Louisville, Kentucky 
Mr. E. R. YJ.Uir 
lO.Boone County National Bank, Columbia, Missouri 
Mr. R. B. Price 
ll.Tradeamen's National Bank and Trust Co., Philadelphia 
. The President 
12.F1rst National Bank, Mount Vernon, New York 
Mr. Norman D. Ellison 
13.Chase National Bank, New York, New York 
Mr. Robert Faig, Assistant Cashier 
14.F1rst National Bank in Palm Beach, Florida 
Mr. Robert E. Conn 
Interviews with Boston Bankers 
1. The First National Bank of Boston, 67 Milk Street, 
Mr. E. D. Seeley, Loan Officer 
129. 
2. Rockland-Atlas National Bank of Boston, 30 Congress Street, 
Mr. Roy w. Lawson, Vice Fresident 
RESULTS SHO~JN ON CHARTS 
A. Publish Information Concerning Bankers Requirements 
1 2 3 4 5 6 7 8 9 10 11 12 13 14 
DO xxxx 
DO NOT XXX.XX.XXXXX.XX"CXY ..XX.XXXXXXXXX:i'CXX:X:XXXXX:XX 
11· Have a Written Loan Procedure 
1 2 3 4 5 6 7 8 9 10 11 12 13 14 
DO X 
DO NOT "G CCXXX:X 
c. ImJ2ortance of Financial Statements 

















1 2 3 4 5 6 7 8 
X 
Application· of FUnds Statement 
9 10 11 12 13 14 








D. Items Excluded from Submitted Statements 
1 2 3 4 5 6 7 8 9 10 11 12 13 14 
GOODWILL XXXXXXY •. x.xxxxxxxxxxxxxxx:x:x.xxxJG'CCOC 
PATENTS XXXXXXX.XXXX 
FRANCHISES XXXXXXXX 
ORGAN EXP .xxxA.t'"'CXXX 
UNAI~1 EXP X.XXXX 




E. Use of Comparative Statements 





F. Percentage of Statements Certified 
. . 








not given X 
G. Percentage of Business Loans 







not given XXYJDCXXXXX 
11 12 13 14 
11 12 13 14 
131. 
H. Percentage of Statements Anallzed 






not given XX.I'OCXXXX.X:XXXX 
I. Weight Given Statements Anallzed 





do not X 
not given .XX.XXX.X:XXXXX 
ADDITIONAL INFOP~TION DESIRED 
American National Bank and Trust Company-Chicago,Illinois 
They supplement information by direct investiga-
tion or inquiry. 
Boatman's National Bank-St. Louis, Missouri 
Mr. Boettcher's article in the Journal of 
132. 
Accountancy sets forth their viewpoint. 
National Bank of Commerce of Seattle, Washington 
FUll details of notes receivable, ageing and nature 
of accounts receivable including any concentration. Inventory 
breakdown and estimate of obsolescence. Detailed operating 
figures, specifications as to officers, salaries, and income 
taxes. Adequate reconciliation of net worth and surplus 
-Security First National Bank of Los Angeles, California 
This bank feels that the accountant should have 
a better appreciation of the loan officer's problem. Such 
an appreciation of how the credit data is used by the banker, 
will cause the accountant to include additional information 
in the report tailored to the needs of each individual 
situation. In one situation, it might be highly desirable 
to have more information on insurance while in another case 
133· 
the subject can practically be ignored. In one situation, 
detailed information on terms of sale would be highly desirable 
while in others sketchy information would suffice. 
Caldwell National Bank, Caldwell, New Jersey 
This bank considers capable management the most 
important factor in granting a loan. 
Quakertown Trust Company, Qqakertown, Pennsylvania 
Insurance and credit references. 
Louisville Trust Company, Louisville, Kentucky 
More detailed operating statement, more detailed 
surplus reconciliation, data on company, ownership, terms 
of sale. 
Boone County National Bank, Columbia, Missouri 
This bank is located in a College community 
which has few industries. Loans are therefore made on 
more of a personal basis. 
First National Bank, Mount Vernon, New York 
Ageing of Accounts receivable, breakdown of 
accounts payable, showing dates and method of payment. 
Chase National Bank, New York, New York 
This bank mentioned the leading accounting 
associations and the Robert Morris Associates, Philadelphia, 
who have long collaborated for the improvement of financial 
statements. They desire full disclosure of all data needed 
for complete analysis, proper understanding, and evaluation. 
Such items as: contingent liabilities and other schedules, 
references among trade suppliers and banks of account, 
bank lines and borrowings, pledging of assets and other 
134. 
factors. 
First National Bank in Palm Beach, Palm Beach, Florida 
Ageing of accounts receivable and payable. 
ANALYSIS OF RESULTS 
The results show that 13 out of the 14 banks 
quizzed do not publish any information concerning bankers' 
requirements. Similarly 13 out of the 14 do not have any 
formal written loan procedure. 
The majority favor the conventional financial 
statement line-up: 
1. Balance sheet 
2. Income statement 
3· Surplus statement 
4. Application of funds statement 
135. 
The balance sheet carries the majority vote for first place. 
It is significant however that four of the fourteen banks 
consider the income statement of major importance. The 
surplus statement received six votes for third place while 
five banks consider the application of funds statement 
appropriate in third place. One bank felt that all statements 
should receive equal weight ~mile another bank said that 
it would depend on the particular situation. 
The consensus of opinion is that all intangibles 
such as goodwill, patents, franchises, organization expense, 
unamortized discount,etc., should be excluded from both 
the net worth and the working capital thus reducing the 
total assets and the total for liabilities and net worth. 
It was evident that all non-current assets would be removed 
from the current section and placed in the non-current asset 
position. 
13 of the 14 banks use comparative statements. 
when comparative statements are not used the bank has its 
own form for comparison purposes so that the objective of 
comparison is achieved. 
Most banks receive 60-75% of their statements 
certified. 50-60% is the modal percentage of business 
loans to the total loans made. 
Statements are analyzed by the majority in 
100% of the cases thus proving the value of complete 
financial statements to the banker in the making of loans. 
Sta tements a nalyzed are given 80% weight in most cases. 
This is significant because again it reveals the tremendous 
weight given to financial statements and their analysis. 
Bankers seem to be satisfied with the quality 
of the information given in financial statements and the 
accompanying repor t, but they neet additional information 
for a complete analysis. 
136. 
X. The Banker's Viewpoint 
Banking is a business similar to other businesses 
in certain respects and dissimilar in other respects. 
Banks are subject to competition. They are in 
business to make a profit. The product they are marketing 
may be scarce or plentifUl thus putting their interest 
rates on a supply and demand basis. Banks incur operating 
expenses and must be able to pay these expenses in the 
ordinary course of business. 
Banks are a quasi-public organization because 
137. 
they are responsible for public funds deposited with them. 
They are required to maintain certain reserves as a protection 
against these deposits. T~ey are subject to many laws 
which fix the limit on interest rates and regulate their 
activities. 11 ••• it should be remembered that the fUnds 
which the banker lends to finance the needs of commerce 
and industry belong for the most part to his depositors 
and he must be doubly sure of the risks involved in each 
loan."* The banker, as custodian of other people's money, 
is answerable to the board of directors of his bank and 
to various examini.ng and regulatory bodies for the sound-
ness of the loans he makes to the bank's customers. Since 
·the funds which the banker lends belong, for the most part 
*7.4, p 1 
to his depositors he must be sure of the risks involved 
in each loan and must satisfy himself that any loan made 
by him will be repaid according to its terms after pro-
fitable use by the borrower. u-l<-
Because of its organization and purpose a bank 
must carefully analyze each loan application made to it. 
n~e banker faces a difficult problem in determining just 
how thorough he must be in weighing the factors to be 
considered in making a particular loan. In the case of 
unsecured loans, financial statements are especially 
important and from the results of the questionnaire sent 
out, bankers give them a weight of at least 50%. These 
financial statements present a composite picture of the 
value of assets from a going concern viewpoint and portray 
the present earnings of the company. It is thus evident 
how fundamental a careful analysis of financial statements 
is to the banker who lends to business on an unsecured 
basis. 
LOANS 
Loans made to business may be either large or 
small. Loans may be made to large businesses or small 
businesses. This makes an analysis of financial statements 
a relative matter. Thoroughness will depend on the size 
*35 
138. 
of the loan dollarwise and the size of the company also. 
11 Frequently, it will be found that the larger the borrower 
the less information is needed, while the · smaller the 
borrower the more information is needed. This may seem 
paradoxical. It is because large, \'iell managed companies 
have to be viewed in terms of summaries. A mass of detail 
might only confuse the analysis. The small company, on 
the other hand, will sometimes have less able management ••• 
* so that there are more possibilities for management errors. 11 
In some cases every method of analysis will be 
used; in others the banker can be satisfied with a limited 
presentation. As George D. Buahnell, Vice-President of the 
American National Bank and Trust Company, Chicago, says: 
11 The relative importance or merits vary with the type of 
loan, the type of business, and to a considerable extent 
ic* 
with the business cycle. 11 
The procedure used in analyzing financial statements 
may not be used in all circumstances. This chapter discusses 
the major points of \'Teakness which have been found in many 
reports submitted to business and which must be overcome 
to satisfy the banker. 












THE REPORr I 
I 
" ••• the banker's judgment in reviewing a loan 
I -
request can be no bette~ than his information. Hence an 
I 
audit report by an independent certified public accountant 
I 
should provide sufficient information on which the banker 
I 
can predicate a sound dJecision. An audit report is not 
I * 
only a help to the bankter but also a benefit to hie customer." 
I 
The C.P.A. c~rtificate is considered the ultimum 
I 
in Accounting. A cert~fied public accountant is legally 
I 
recognized and is one who has passed the Uniform accounting 
I 
examinations formulated by the American Institute of Account-
! 
ants and met the requi~ements of the State in which he 
I 
desires to practice. gis privilege to use the title should 
I 
be prima facie evidence that he is qualified for the job. 
I 
Bankers are l'inclined to believe the accounting 
I 
statements prepared by l certified public accountants to be 
I 
reliable and dependablf9, and they are inclined to believe 
I 
that they contain suff~cient information to enable them 
I 
to make a reasonable ctr>edit and financial analysis."·;}* 
I 
On the other hand, bankers will not unqualifiedly accept 
I 
the reports of any 
bankground and the 
·:t-34, p 1 
**56, p 130 
**'~74 
C.~.A., but wisely investigate his 
I ~* 





















The accountan~ has the responsibility of following 
I 
the accepted rules of his profession~ A recent Detroit 
I 
study of about 300 accopntants' reports indicated that 
I 
the recognized auditing! procedures had not been followed 
I 
in a large proportion o:f the cases studied but that un-
1 
qualified opinions were not given by many of the accountants 
I 
-"· 
despite the omissions. i 
I 
It goes without saying that the banker would 
I 
like more certified st4tements. The fact that most banks 
I 
of the banks surveyed, !receive from 60-75% of financial 
I 
statements certified i~ a good indication of progress. 
I 
The banker wants a qualified opinion when accepted accounting 
and auditing procedure~ have not been followed. This is a 
I 
very important objectibn when we consider the results of 
I 
the Detroit survey. / 
I 
"The main pulrpose of an audit, I believe, should 
I 
be for the benefit of /the client himself and the client 
I -IE-* 
will not benefit unless the audit is thorough. 11 The 
I 
I banker wants a thorough audit - one Which can be used as 
I 
an index of the management. The banker wants to know from 
I 
the report and throug~ the certificate, just how much work 
I 
the accountant has done and what responsibility he assumes. 
I 
I 
*56, p 130 



























I The banker wants a compljete and clear description of each 
I 
item. He would like to 1see the use of the natural business 
I 
year because statements !Will thus be presented at the period 
I 
of smallest activity. I. 
I 
Some of the m0re important complaints concerning 
I 
the accountant's renorts as a whole include: 
- I 
1. the presentation of condensed balance sheets. The banker 
I 
vmnts a full report r nd a comprehensive report. ' 
2. the use of "weasel wbrds 11 which are apparently innocent, 
I 
yet wh en appearing i p a paragraph, suck all the good 
and strength out of ~he paragraph. 
I 3. the incorporation ofj 11 windo\fT dressing" which allows 
I 
the client to put h~ s best foot forward but which does 
I 
not sh ow the true cqndition of the business as of the 
I 
date of the statements. 
THE BALANCE SHEET 
current Assets 
"A schedule of the cash in banks showing the 
I 
amount in each depositpry, if there is more than one, is 
desirable."* "Any cash subject to restrictions or set 
I 
aside for a specific phrpose should be clearly stated. 11 -::--* 
I 
Bankers do ~ot like to see notes and accounts 
. -~67' p 416 






receivable lumped together. The amounts should be shown 
separately and the reserve should be set up in a similar 
manner. "~ere is one thing that the banker always likes 
to see in connection with the receivables and that is an 
roll-ageing.' "If there is any market concentration in a few 
large accounts it would be interesting to have this pointed 
out. Of course, it is highly desirable that the auditor 
143. 
make some test of accounts receivable by direct communication 
·:..'* 
with the debtor. 11 The method of determining the reserve 
should be stated and the experience of past years should 
be used as a basis for determination. 11 ••• there should be 
a segregation of amounts due from officers, principals or 
affiliations and a segregation of balances arising out of 
other than bona fide sales of goods or services constituting 
*** the regular business of the company. tt The amounts so 
segregated should be termed: OTHER ACCOUNTS RECEIVABLE, and 
should be shown "together with complete explanations as 
to the nature of the transactions out of which the accounts 
**** arose, and the terms of payment." 
Explanations as to terms and age should be set 
forth on trade notes receivable. For other Notes Receivable 
*63, p 14 
**36, p 1 
**-!~35 
****37, p 10 
the method of creation should be designated, terms and 
maturity, if any, and the names of makers of the larger 
items should be stated. 
"The basis on which marketable securities and 
investments are shown on the balance sheet should be 
olio 
stated." In the case of Government bonds a description 
should be given together with the maturity dates. ·rhe 
securities should be listed for the banker's convenience. 
"Inventories have always been considered one 
of the most important balance sheet items and their treat-
ment and calculation in audit reports have attracted the 
close scrutiny of bankers. The effect of inflation on 
this item, the unbalanced nature of stocks brought about 
by the uncertain deliveries of component parts, obsoles-
cence and depreciation factors, all emphasize the necessity 
now, more than ever, for accountants to give this item 
most careful attention, close appraisal, and adequate 
comment in preparing their reports. On a balance sheet 
prepared for credit purposes, the inventory item should 
be broken down into finished goods, \'fork in process, and 
raw materials. The item should be supplemented by proper 
description and by comment with respe.ct to the extent 
of slowmoving items, if they are significant in amount. 
*67' p 416 
144. 
There should be a statement of the manner of inventory 
taking , and an appropriate description of the pricing 
methods used. v~ere the Lifo method is used, there should 
be an indication of the approximate current replacement 
cost or net realizable value, if less than the amount 
at which the inventory is valued. As to work in process, 
it would be appropriate to include a comment as to whether 
the computation of work in process includes, as it should, 
applicable overhead costs, or whether it represents only 
raw material and direct labor. 
"Another factor related to inventory that is 
sometimes overlooked or ignored in audited reports is 
the adequate disclosure of purchase and other commitments, 
even though such commitments have no direct effect on the 
accounts as of the balance sheet date ••• The auditor should 
investigate purchase and other commitments. If purchase 
orders for inventory are not unusual, no special mention 
need be made, but any unusual amounts or quantities 
-lf 
should be footnotes on the balance sheet." "The banker 
would ••• like to have the accountant assume some re-
sponsibility for calling attention to obsolescent or-
-~·}~· 
unsalable goods." 
*53, p 113 
**63, p 17 
11 \.vhere a corporation decides to amortize the 
145. 
146. 
cost of intangibles having no limited term of existence 
and as to which, at the time of acquisition, there was 
no indication of limited life, the facts should be fully 
* disclosed. 11 
n~e cash surrender value of life insurance 
is often shown as a current asset. Not all banks consider 
it as such however. At a pool of bankers who attended 
the American Institute of Banking convention at Rutgers 
recently*~~ 60% said they \'lould show it as a slow asset. 
Data regarding the insured, fact amount, and cash surrender 
value of the policies should be stated. 
FIXED ASSETS 
"If fixed assets are more than negligible in 
amount ••• the c.P.A ••• will include a separate schedule 
in the audit report, reflecting for each major asset 
classification, and its related reserve for depr.eciation, 
the following data: beginning balance, additions during 
the period, reductions, and closing balances. If the 
assets were not acquired by the payment of cash to builders 
and/or manufacturers of equipment, our C P.A.s \'lill 
. 
explain just how the assets were acquired, and how they 
were set up on the company's books. v~en feasible, they 
*67' p 416-417 
-~-wr 4 
will indicate the years in which the major asset items 
·:to 
were built or manufactured." 
OTHER ASSETS 
"Tax refunds should be adequately described 
as to the years involved, type of tax ,etc. The nature 
and valuation basis of balance-sheet items of intangible 
value should be given. Amortization reserves should be 
~H~ 
shown together \"lith the basis of amortizing." 
CURRENT LIABILITIES 
"The liabilities should be clearly segregated 
as to current (due within one year) and long term debts. 
Notes payable should be classified as due to banks, the 
trade, stockholders and others. Any restrictive terms 
of the notes payable should be disclos ed as well a s any 
subor dination, indorsements or guarantees, or pledges 
of assets. Accounts payable other than to trade creditors 
should be explained as to terms and origin. Accruals 
such as interest, taxes, compensation, bonuses,etc., should 
be s et forth by class of item. Reserve for taxes should 
be adequately explained ••• Any additional taxes levied or 
*** taxes in dispute should be mentioned." 
-~'~37' p 11 
~·*35 ' p 7 
~~ ·**34, p 1 
147. 
148. 
LONG TERM LIABILITIES 
"The nature and terms of all long term liabilities 
should be adequately explained in the balance sheet or 
the r eport. Any liabilities of the company which are 
secured, indorsed, or in any way guaranteed should be 
* designated." 
CONTINGENT LIABILITIES 
"An accountant's report should contain a definite 
statement as to the existence or non-existence of any con-
tingent liabilities which are important enough to have a 
bear ing on the financial position of the company, explaining 
** those which are outstanding ." 
RESERVES 
"Preferably all reserve accounts on the balance 
sheet should be classified as either (1) a deduc a tion from 
an asset, or (2) a definite liability, or (3) a portion 
* iHI-Of surplus earmarked for a specific purpose." This 




**63, p 19 
·:HH\·35 
***-wr7 
"Bankers ask frequently for comment on any 
unusual or significant provisions of the capital stock 
indentur·es of their credit seekers."* 11 Audit reports for 
closely-ovvned corporations should contain a list of the 
149. 
** names of the holders of all classes of stock outstanding." 
"Bankers have found that reconcilements of net 
worth (probably intending to mean an analysis of changes 
therein) and of worl{ing capital are helpfUl."*~:.* In 
. . -~~*·"-* 
"Financial Statements for Bank Credit PUrposes" · ·" the 
neces sity for reconciliation of Retained Income and Other 
Capital items is emphatically emphasized. 
I NCOr-1E STAT:&\1ENT 
" ••• the money making ability of the management 
is of primary importance as an index of how good that 
management is. But also if the banker has the profit and 
loss statement it gives him a rather better basis for co-
operation with the management in that it enables him to 
point out unsatisfactory trends in the business which 
would probably not be appar ent in the balance sheet until 
*~·*~~* much later." 
The trend is to consider the income statement 
of primary importance as Mr. Kimball points out, but it 
still remains a fact that in case of insolvency that t h e 
banker must look to the assets for repayment or partial 
*67, p 418 
**67' p 420 
*-lH~67 , p 421 
**~~ .. ~-35 
-l!-*1~**63' p 11 
payment of the unsecured loan. 
All sources of income and expenses should be 
presented clearly and in adequate detail. Bankers vrould 
like to see a disclosure as to whether income on installment 
sales is taken into account when the sale is made or as 
collected. "If it is practical, the income statement, and 
sales and production cost figures should be supplemented 
by unit figures and breakdowns by divisions, branch es and 
150. 
~(-departments and by products." 11 Any unusual changes occurring 
during the year under review should be discussed, including 
some explanation for substantial increases or decreases 
in gross profit, selling and administrative expenses, and 
*~fo 
net pr ofit." ' "OUr C.P.A.s will not group the expense 
items into but a few classifications, but instead will 
probably show separately most, if not all, of the various 
th ' b k u*·:Ht-expense accounts on e company s oo s. 
"A breakdown of the depreciation charge for the 
period under audit is desired by the banker. ~~is breakdown 
should be supported by a concise statement of the depreciation 
rates used as well as the method under which the charge 
11-lHHl-* 
was computed. 
APPLICATION OF FUNDS STATEJ:viENT 
This statement is desired by bankers. " ••• it 
sets the problem ( of deter-mining what has been done with 
the cash ) directly before the banker and makes it easier 
to show our customer what is wrong ."* One bank which was 
quizzed noted that it could compute this statement using 
the information given. 
I'~ IS C ELLlLi\IEOU S 
"Although few audit reports contain a schedule 
showing the month-end balances of notes payable to banks, 
trade, and others, and trade accounts payable, nevertheless, 
this schedule is of material value to the banker since it 
shovTS the peak as well as the low point of the company's 
principal liabilities during the course of the business 
*?<-year." This information should be included in the audit 
report either in the comments or as a separate exhibit. 
11 Trlhile this is rarely done, it would be quite 
helpful to 'l're bankers if our C.P.A. s would indicate in 
their audit reports their opinion as to the adequacy of 
t he company 1 s accounting figures and internal controls ••• 
it is always reassur-ing to be told that a client•s cost 
~fo-)~7(­figures ar·e tied in 'l'li th his general books of account. 11 
*63, p 16 
~*34, p 1 
~-*~:-37 ' p 13-14 
151. 
,. 
"If our C.P.A.s present a consolidated balance 
sheet and profit and loss statement they will also include 
a complete consolidating balance sheet and profit and loss 
statement. The bankers find this essential to their under-
standing of the operations and condition of their customers 
as of statement date."* 
·Tine banker does not need the various ratios and 
comparative balance sheets and operating statements. The 
banker calculates his own ratios and the questionnaire 
results show that he sets up the customers• balance sheets 
and income statements on the bank's comparative spread 
sheets. 
The previous sections represent an outline of 
the major points of v1eakness in the C.P.A. 1 s financial 
statement and report. A very important objection raised 
during the course of the two interviews with Boston bankers** 
related to inventories. Both of these bankers feel that 
because inventories represent such a material item in 
the current asset total, that the C.P.A. should be present 
at inventory taking and check the actual prices assigned 
to the various items. At the present time the usual 
practice is for the C.P.A. to verify the arithematical 
extensions and totals only and to note this in his statement. 
-:~37' p 13 
·:Hrrr 4 
152. 
XI. The Accountant's Viewpoint 
"Every discreditable act of an individual lawyer 
or banker throws a shadow on lawyers and bankers as a whole. 
Every failing of a public accountant is a burden upon all 
of us. It is for this reason that the leaders in our pro-
fession have striven heroically and continue to this day 
to try to pull all of us towar0.s the highest levels of 
-If-
achievement and conduct." 
The standards of the Accounting profession have 
been carefully decided and formulated. The Accounting 
*~E-Research and Auditing Bulletips are outstanding in this 
connection. Most accountants are familiar with the many 
recognized accounting books written on every phase of 
*-~-i'" 
accounting endeavor. 
This chapter presents the Accountant's viewpoint 
and the answer to the banker's objections. 
THE ACCOUNTANT'S POSITION 
A C.P.A. must be independent. "Based on its 
**~~* findings in the McKesson and Robbins affair and other 
investigations, the SEC offered the following recommendations 
to insure the complete independence of accountants from 
management control: 
1. Election of the auditors for the current year by a vote 
·ll-60 , p 36 
-lCo* 40 
*·l~*54, p 425 
·lf*·*~!-75 
153. 
of the stockholders at the annua~ meeting followed immed-
iately by notice to the auditors of their appointment. 
2. Establishment of a committee to be selected from non-
officer members of the board of directors which shall 
make all company or management nominations of auditors 
and shall be charged with the duty of arranging the details 
of the engagement. 
3. The certificate (sometimes called short-form audit 
report or opinion) should be addressed to the stockholders. 
All other reports should be addressed to the board of 
directors, and copies delivered by the auditors to each 
member of the board. 
4. The auditors should be required to attend meetings of 
the stockholders at which their report is presented to 
answer questions thereon, to state whether or not they 
have been given all the information and access to all the 
books and records which they have required, and to have 
the right to make any statement or explanation they desire 
with respect to the accounts. 
5. If for any reason the auditors do not complete the 
engagement and render a report thereon, they shall, never-
theless, render a report on the amount of work they have 
done and the reasons for noncompletion, which report should 
154. 
* be sent by the company to all stockholders." 
In this same article the author lists the factors 
which the SEC will consider in determining whether or not 
a C.P.A. is in fact independent: 
(b) the commission will not recognize any certified public 
accountant or public accountant as independent who is not 
in fact independent ••• 
(c) in determining whether an accountant is in fact in-
dependent with respect to a particular (company) registrant, 
the Commission will give appropriate consideration to all 
revelant circumstances including evidence bearing on all 
relationships between ~he accountant and that (company) 
registrant or any affiliate thereof and will not confine 
itself to the relationships existing in connection with 
** the filing of reports with the Commission. 
"In general, there are three methods of billing 
fees: 
1. the per diem basis 
2. the contract basis 
·*·:~* 3. the contingent fee in tax representation.' 
155. 
From an ethical point of view, contingent fees are forbidden 
**** for Accounting Services other than in tax matters. 
*59 , p 50 
~-39 
·:t-i(·*65' p 36 
**~'*41 
"There are variations of these · methods; for 
instance, arrangements with the client may provide for 
billing on a per diem basis with a ceiling for an annual 
fee. This is a combination of the per diem basis and the 
·U· 
contract basis and is one which benefits the client." 
Bankers must realize the peculiar situation of 
the accountant. He is hired by the client, paid by the 
client, and has a duty to the public, to the government, 
and to credit grantors as well as to the client himself. 
The accountant is hired for a limited engagement, 
and paid accordingly. The extent of his investigation 
is determined by the contract between the client and him-
self. Therefore, although he would like to make a most 
extensive audit and record all the additional information 
which bankers desire, this is not possible if the client 
does not wish it. 
First of all, the tax regulations, Federal, 
State, and Local are a material factor in fixing the extent 
of the C.P.A.'s audit. Certain stipulations must be met 
otherwise, a violation of the law will occur. If the client 
is now aware of the legal requirements it is very easy 
for the auditor to point them out and. to include the 
necessary steps in the audit. This then is the minimum 
-~~ 65' p 36 
156. 
required and other factors being absent, the audit may 
not be extended beyond this point. 
157. 
As one C.P.A. puts it: "I am in complete agreement 
with his (Samuel Nagen, CPA of Plainfield, New Jersey -
Letters to the Editor) contention that for the CPA to 
attempt to sell a better job to the businessman in connection 
with a statement for credit purposes -is to put the cart 
before the horse. Bankers should have the better job, it's 
* true; it is also up to them to requit"e it." 
*66, p A-37 
XII. The Solution 
In the past two chapters the position or both 
the banker and the accountant and the feelings of both, 
have been outlined. The banker wants more information 
and feels it is up to the accountant to supply this infor-
mation. The accountant is hired by the client and feels 
that any additional information required by the banker 
should be requested of the client who in turn will engage 
the accountant to furnish that information. The only 
possible solution is COOPERATION. A practical device would 
be for the banker, the accountant, and the client to confer 
before the actual audit and fix the requirements that 
will satisfy everyone. Every engagement and every loan 
is different and thus the audit program will be tailor-
made for specific needs. 
"Bankers and certified public accountants have 
maintained cooperative relations, through their respective 
organizations, for more than 25 years. In the earlier 
years, however, the cooperative activity too frequently 
consisted of bankers telling accountants what bankers 
thought should appear in audit reports, and accountants 
telling the bankers why it was often impossible to provide 




11 The accounting profession has accepted the 
responsibility of defining the auditing standards to which 
an independent auditor must conform before he can express 
an unqualified opinion on financial statements, and also 
the responsibility of clarifying auditors' reports to avoid 
misunderstanding as to the extent of responsibility an 
auditor assumes in any individual case. 
159. 
Ivlust of this job has already been completed through 
the American Institute of Accountants' "Tentative Statement 
of Auditing Standards", and the series of Statements on 
Auditing Procedure, of which No. 23 deals with clarification 
of reports. For the convenience of bankers, the basis con-
siderations involved in making an audit are being summarized 
in a booklet, "Audits by Certified Public Accountants", which 
~nll be published this spring and mailed to 15,000 banks 
* throughout the country. 11 
. 
THE BANKER 
Nationwide educational activities are necessary. 
An example of just such a cooperative gesture is described 
in the Journal of Accountancy, "The pamphlet, "Audits by 
Certified Public Accountants" recently distributed by the 
American Institute of Accountants to 15,000 banks throughout 
~he country, elicited an unusually interesting response 
from one banking institution. Edward c. O'Connor, vice-
*70 
President of the National Bank of Commerce of Chicago, 
writes: 'I thought you would be interested in determining 
the extent to which this bank sincerely supports the 
efforts of your institute, as evidenced by the enclosed 
memorandum, a copy of which was given to all of the officers 
of the National Bank of Commerce of Chicago and Citizens 
National Bank of Chicago, of which ~~. T. H. Golightly is 
President. '\\'1 th each memorandum a supply of booklets \'Tas 
provided and these shall be judiciously used wherever the 
* case presents itself.' " 
The Robert Morris Associates which is .a national 
organization of bank credit officers has published the 
pamphlet, "What a Banker ~¥ants in an Audit Report for 
Creditors" and this will help to encourage borrowers to 
submit full financial data and to suggest that audits of 
adequate scope be permitted. 11 The Robert I'.!orris Associates 
strongly disapprove any proposal to weaken CPA standards, 
160. 
or set up a continuing second class of licensed or registered 
public accountants under inferior standards. They may be 
able to help CPA societies enlist the aid of state bankers' 
associations in resisting legislation which would accomplish 
ii-i(· 
either of these purposes • 11 
-l':'Jl 
-!~*70, p 371 
CONCLUSION 
This exchange or inrormation and ideas must be 
extended to every community where certiried public account-
ants prepare or certiry statements for purposes of bank 
loans. "It is essential to the success of the effort that 
all certified public accountants understand and conform 
to the auditing and reporting standards which the bankers 
have learned they have a right to expect from the accounting 
profession. It is equally ~mportant that all bank credit 
grantors make it clear to borrowers that their auditors 
should be authorized to do the work required by those 
* standards." 
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